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EDITORIAL 





f This issue of Abacus produces another accounting first. Following consideration 
of the suggestion by a member of the Pacioli Society, John Trowell, the Editorial 
Board of Abacus has decided to introduce to Abacus accounts of the Pacioli 
Society’s mini-presentations. This section will appear at the end of either one or 
two issues per year, depending on copy demands/ The Sydney University Pacioli 
is the only society of its type in Australasia. Over the last two years it has held 
three meetings per year on varied accounting topics with average attendees 
around fifty, many from the ‘city’. This has been facilitated by the active and 
professional work of the current treasurer/secretary, Natalie Gallery, a ‘staff 
member of the Discipline of Accounting and Business Law within the Faculty of 
Economics and Business. For forty years the society and Abacus have--been 
important facets of the accounting discipline’s interaction with both academe 

. and the town. Accounting discipline staff have administered the society and the 
journal’s operations and maintained a healthy membership of practitioners and 
academics. / 

The October 2000 Festschrift issue of Abacus contained an account of Ray 
Chambers’ frustration in founding Abacus in the early 1960s (Wells, 2000). It 
noted Chambers’ hope that: ‘Abacus might attract articles... exploratory, theor- 
etical, empirical, analytical, historical, biographical, bibliographical and -so on; 
articles which could be longer, if necessary, than most professional journals toler- 
ate; and articles on legal, organizational, financial and other aspects of business 
besides accounting’ (AAUTA News Bulletin, 1969). Those frustrations were evid- 

` ent also with Chambers’ founding of the Pacioli Society. 

In the decade prior to the founding of Abacus, Chambers had sought innovative 
ways of bringing town and gown together. As an associate professor in Account- 
ing within the Department of Economics at the University of Sydney Chambers 
sought ways of mitigating the ‘lack of formal opportunity for thé exchange of 
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ideas with leaders of the business community’.' He drafted an invitation letter 
for the then acting professor of Economics, Herman (later Sir Herman) Black. 
The letter read: “The immediate proposal is that a group of [academic and 
practitioner] persons should meet [at the university for dinner and. ten] 
discuss the question “What does the Accountancy Profession expect of the 
University?” ’.? Several leading Sydney business persons and accountants 
attended, including Ronald (later Sir Ronald) Irish of R. A. Irish and Micelmore, 
Chartered Accountants, and Jim Greenwood of Greenwood and Challoner, 
Chartered Accountants. By trying to remedy the lack of mutual understanding of 
the views of economists, business persons and accountants, Chambers sought to 
influence and improve accounting thought and practice and thus improve business _ 
performance. 

From the correspondence records in the Chambers Collection, it would appear 
that this relatively informal 1956 meeting is the genesis of the University of 
Sydney Pacioli Society, which held its first formal meeting on 5 June 1962. In-a 
letter of invitation to that meeting Chambers observed: ‘My feeling is that the 
best way we could come together is the traditional way of meeting for dinner first, 
breaking bread together, and then to sit down as a group to discuss one or two 
matters which are of common interest . .. [to] the academic profession and the 
accountancy profession’. 

The following attended that first formal meeting: Messrs Brown, Chambers, 
Shaw and Standish of the Department of Accounting and, by invitation, B. M. 
Robertson, T. R. Russell, N. F. Stevens and J. B. Stubby. Dinner began at 
6.30 p.m. and was followed at around 7.45 by Peter Standish’s discussion of his 
paper, ‘A True and Fair View of the Function of Auditing’. Chambers’ account of 
the session is revealing of both the depth of analysis and the contemporary 
significance of the issues raised: 


Discussion began with a debate over the characteristics of organizations, particularly 
corporate business organizations; the issue being whether such organizations should be 
regarded inherently beneficent or as loose associations depending on the balancing of 

incentive. At a later point attention was focussed on the scope of the audit, the issue here 
being whether the auditors’ competence should extend beyond the usual limits to 
judgement upon the wisdom of managerial decisions. In terms of participation the 
meeting was a vociferous success, discussion being terminated about 11 p.m., the visitors 
expressing their pleasure and the hope that they may come again. 


After cancellation of the next meeting, scheduled for August 1962 (due to 
speaker ill-health), a second Pacioli Society meeting was held on 23 April 1963 
to discuss Maurice Moonitz’s Basic Postulates of Accounting (AICPA, 1961). To 


' This extract and the following are taken from handwritten notes underpinning Black’s letter of 
16 April 1956. The notes are part of the Chambers Collection Archive. As noted in the Chambers 
Festschrift issue (October 2000), the Chambers Collection includes Chambers’ correspondence files 
from 1947 to 1999—over 30,000 items. The Chambers Collection is part of the Fisher Library 
Archives at the University of Sydney. The archiving of the collection is ongoing. 


2? The perennial nature of this question is evident in Sydney University’s Sesqui-Centenerary return 
to it in a public lecture on 14 October 2002. 
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ensure debate, Ray Chambers’ mimeographed ‘Some Observations on the Basic 
Postulates of Accounting’ was distributed to attendees. The society was breathing, 
but its full potential would not be realized until several years later. 

It twas 1968 when a more formal, healthier, association emerged. There were 
revised rules, and a schedule of proposed meeting topics, including: ‘Should 
there be an Australian Securities Commission?’, ‘Should accounting methods be 
uniform?’, ‘A critical look at company report awards’, ‘Education for accountants— 
a slow progress report’ and ‘Should accounting methods be uniform internation- 
ally?’. The society elected its first committee and earned formal recognition by the 
university. | 

From the lack of correspondence about acenos during 1963-7 it appears 
that the initial drive to develop the formal society had waned. This is supported 
by the following, which appeared in draft 1968 notes on the Pacioli Society’s pro- 
posed function by the then honorary treasurer (and editor of Abacus, 1975-94), 
M. C. Wells: ‘The present Society is an outgrowth of the less formal Society which 
met occasionally some years ago in the University to discuss prepared papers’. 
Consider the attached 1968 Rules of the Society which were ratified by the 
university: 


1. The name of the Society shall be the Sydney University Pacioli Society. 

2. The Society shall have as its object the promotion of the discussion of accounting and 
related matters and in pursuit of this object shall arrange for the giving of lectures, 
the holding of discussions and the arrangement of social functions. 

3. The members of the Society shall be teachers in and graduates and undergradu- 
ates of the University and such other persons as the Committee from time to time 
admit to membership, but so that the number of such other persons shall not at, the 
time of admission and as a result of such admission-exceed fifty per cent of the 
membership. 

4. The Committee may admit as associate members persons who share the interests of 
the Society but who are not members of the University; associate members shall not 
be counted for the purposes of the preceding rule. 

5. The affairs of the Society shall be managed by a committee of five members, elected 
annually by the membership as defined in Rule 3. The Committee shall appoint from 
its members a president, a vice president and an honorary secretary-treasurer who 
shall hold office during the term of the Committee. At all times a majority of the 
Committee and of the executive shall be members of the University. 

6. The annual subscription shall be $4 which shall include an annual subscription to the 
journal ‘Abacus’; with the exception that the afinual subscription of undergraduate 
members shall be $3. 

7. The honorary secretary-treasurer shall keep such records as the Committee shall 
determine. The Committee shall appoint an honorary auditor for the term of the 
Committee. 

8. There shall be an annual meeting of the Society, which shall be held not later than 
31st March each year, for the purposes of receiving the report of the Committee and 
of electing officers for the ensuing year and of conducting any other business of which 
due notice has been given. 

9. The Committee shall ensure that such requirements of the University are met as will 
secure and maintain its recognition as a University Society. 

10. The rules of the Society shall be altered, subject to the requirements mentioned in 
Rule 9, by a majority vote of those present and voting at an annual meeting. 
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11. The Committee of the Society shall, in the first instance be:-— 


R. J. Chambers President 

J. R. Harrowell Vice President 

M. C. Wells Hon. Secretary—Treasurer 
J. A. Priddice 

R. S. Brown . 


E E Eok E k kok E E ook k E 


For the purpose of a requirement that a University Society shall have at least ten 
members, the following have agreed to be members:— 


M. E. Aiken, B.Comm., M.Ec. 
R. P. Brooker, L.L.B. 

R. S. Brown, B.Ec. 

R. J. Chambers, B.Ec. 

J. R. Harrowell, F.C.A. 

J. S. Pearson, B.Ec. 

J. A. Priddice, M.Ec. 

A. E. Shaw, B.Ec. 

J. J. Staunton, B.Comm. 

R. G. Walker, B.Comm. M.Ec. 
M. C. Wells, M.Comm. 


July 1968 


Over the next two decades the Pacioli Society proved extremely successful in 

attracting numbers sometimes in excess of one hundred to its meetings. Annual 
reports of the society’s activities prepared for the university as part of its obliga- 
tions as an official university society reveal that between forty and eighty persons 
regularly attended the meetings, mainly held in the Merewether Building at the 
University of Sydney. with refreshments in the Merewether Staff Common Room. 
This continued the informality of those early gatherings. During the 1990s there 
was greater variability in attendance, and occasionally there were only one or two 
meetings in a year. 
# There has recently been renewed energy in the society’s activities, which has 
prompted the decision to incorporate a ‘Notes of the Pacioli Society’ section in 
Abacus. It means that Abacus will present insights into contemporary issues con- 
fronting the business community prior to them being addressed in articles ready 
for publication. The current issue contains notes presentations from two of the 
society’s meetings held in 2002, one on superannuation and the other on inter- 
national accounting standards.” 

Ray Chambers is owed a great debt by the Pacioli Society for his foresight. Its 
operations, now in their fortieth year, are testimony to his perspicacity in found- 
ing the society and in pursuing its function with such tenacity. There is a strong 
prospect that it will continue to provide an opportunity to affect practice. Import- 
antly, it provides a unique setting in which leaders of the business community in 
Australia and like-minded members of academe meet and share their thoughts, 
experiences and research outcomes. As has been said on many occasions, well 
done, Ray, and also well done to those honorary treasurers who have ensured 


iv 
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the society’s. continuity. Finally, thanks to the University of Sydney Accounting 
Foundation for its financial support. 


Graeme Dean and Frank Clarke 
University of Sydney 
November 2002 
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D. J. JOHNSTONE 


Replacement Cost Asset Valuation and 
Regulation of Energy Infrastructure Tariffs 


In Australia, access tariffs (rental charges) paid by third party users to 
the owners of energy transmission assets (e.g., gas pipelines) are deter- . 
mined by regulators on the basis of their depreciated optimized replace- 
ment cost (known as DORC). Reliance on the replacement cost, rather 
than actual cost, of existing assets inflates tariffs and incites the criticism 
that asset owners earn a return on investments of a scale never made. 
The economic rationale of the regulators’ model is that it emulates the 
workings of a contestable market, by setting tariffs at a level just short of 
that required to motivate a new entrant (system duplication). Properly 
reconstructed, this model constitutes a dynamic and internally consistent 
theory of replacement cost valuation and depreciation. Its mathematical 
consequences, however, especially with regard to the valuation of sunk 
assets with long times to expiry, are shown to be practically and politic- 
ally unpalatable. In particular, the implied tariff levels for such assets are 
very close to those that would apply to new infrastructure assets built 
today at today’s prices. Regulators unwilling to accept this implication of 
a new-entrant-exclusion pricing logic are left with no alternative frame- 
work for DORC. 


Key words: Asset valuations; Infrastructure; Replacement costs; Tariffs. 


INTRODUCTION 


The owners in Australia of energy transmission infrastructure assets (gas pipe- 
lines and electricity grids) are natural monopolists safe from anv practical eco- 
nomic risk of private sector investors or governments replicating the main trunks 
of their transmission networks. Following the principles set down in the Report 
on National Competition Policy (Commonwealth of Australia, 1993), federal and 
state governments have established ‘access regimes’ to enable other companies, 
including downstream users and competitors in energy supply markets, to access- 
(i.e., rent) part of the capacity of these otherwise monopolized assets. Arrange- 
ments between asset owners and asset users are on an artificially commercial 


Dav JounsTons is a Professor in the Department of Accounting and Finance, University of Wollongong. 
This research has been completed with the financial support of BHP Petroleum Pty Ltd and the 
Australian Research Council (Small Grant Scheme). Discussions with Eric Groom (IPART), Murray 
Wells (Emeritus Professor, University of Sydney), John Trowell (University of Wollongong), Ken 
Peasnell (University of Lancaster) and Graeme Dean (University of Sydney) are acknowledged with 
appreciation. 
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basis, intended to bring about competition in energy supply markets and reduce 
downstream energy costs: 


An access regime is a set of procedures for allowing a third party to use services provided 
by significant infrastructure facilities owned or operated by another party on fair terms 
... Common types of infrastructure include electricity transmission lines, gas pipelines, 
telecommunications networks and rail track. For example, Energy Australia can sell 
electricity to a customer located in another distribution area, owned by, say, Integral 
Energy... The common benefits of competition are lower prices, choice of service 
provider, more innovative and better quality services and a more efficient utilization of 
a network. Competition will improve productive efficiency as service providers minimize 
their operating costs to provide services at the lowest possible price. In turn this will 
increase the competitiveness of the downstream goods and services markets that use the 
infrastructure. (IPART, 1999a, p. 5) 


In exchange for access to their networks, infrastructure owners (‘service providers’) 
are paid transmission tariffs in amounts determined by independent regulatory 
agencies, including primarily the ACCC (Australian Competition and Consumer 
Commission), ORG (Office of the Regulator-General, Victoria) and IPART 
(Independent Pricing and Regulatory Tribunal of New South Wales). Federal 
government industry policy on tariff determination written into the National Elec- 
tricity and National Gas Codes, and reaffirmed by the ACCC (1998a, pp. 6-15; 
1999a, pp. viii-xiv), requires that tariff settings be ‘cost-reflective’ and generally 
consistent with prices in efficient and competitive markets (Productivity Commis- 
sion 2001, p. 198). ; 

These overriding yet imprecisely articulated criteria leave regulators with wide 
discretion, but also with the difficult task of contriving defensible market-like out- 
comes where there are no actual markets. The fundamental problem is one of 
logical circularity—tariffs cannot be fixed at levels consistent and fair in relation 
to the market value of the services (energy load transmission) and service infra- 
structures (pipelines, etc.) when in fact those market values are only determined 
once tariff levels are set. There is no observable market for energy transmission 
services independent of the regulators’ decisions (Bonbright et al., 1988, pp. 216- 
17; Whittington, 1998b, p. 30; IPART, 1998, p. 18; ACCC, 1999a, p. 39).’ 

Undaunted by this inherent circularity, regulators have developed and relied 
almost exclusively on a model claimed to emulate market determinations, and 
described as the ‘building block approach’ (ACCC, 1998a, p. 6; 1999a, p. x; Pro- 
ductivity Commission, 2001, p. 209; IPART, 1999b, p. 4; 1999d, Vol. 1, p. 138). Put 
simply, this model categorizes the period costs of owning (financing) and operat- 
ing the necessary transmission infrastructure assets and totals these to give a max- 
imum or upper limit (a ‘price cap’) on allowable period tariff revenue. In general, 
total period costs are taken as the sum of operating costs and capital costs, where 
-capital costs are defined as (a) depreciation (i.e., loss of asset value) plus (b) 


! Walker et al. (2000a) following Clarke (1998) note that this circularity problem has long been recog- 
nized within rate-of-return price setting and regulatory regimes; several references are provided, 
beginning with Bonbright (1937). 
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opportunity cost—that is, foregone return—incurred when capital is committed to 
` physical (infrastructure) assets. 

Expressed as a formula, the maximum allowable tariff revenue (MAR) in 
period ¢ is 


operating expense, + depreciation, + opportunity cost, (1) 


where depreciation, is the decline in asset value V,,— V, over period t (however 
measured) and opportunity cost, is the dollar return on capital that could have 
been earned had a cash amount equal to the period opening asset value V,; been 
invested elsewhere for the duration of the period (ACCC, 1999a, pp. x-xiv). 
The intuitive justification for this formula is that asset owners are reimbursed for 
their (efficient) periodic operating costs and for any consequential loss of capital 
(depreciation), and rewarded at a specified rate of return, determined by the 
regulator, for their commitment of capital, as would be expected of a rational and 
competitive capital market. The capital intensity of energy transmission busi- 
nesses causes capital costs greatly in excess of operating costs (ORG, 1998a, p. 9; 
Parry, 2000, p. 140). When assessed on a replacement cost basis, capital costs are 
typically 70-80 per cent of total costs (Davis, 1999a, p. 5; Zauner, 2000, p. 1). 

The regulators’ tariff formula averts or at least minimizes the circularity prob- 
lem by defining entity asset value in an ‘accounting’ rather than ‘economics’ way 
as a sum of book values, or in other words, by applying a ‘balance sheet’ approach 
to the valuation problem. Individual asset book values are measured on a basis 
independent of the assets’ use in regulated energy transmission. Possible valu- 
ation bases are current market realizable (scrap) value, ‘historical’ or actual cost, 
current replacement cost, and deprival value. Of these, the last has been consid- 
ered favourably by regulators, but rejected because of its inherent reference to 
future cash flows (tariffs) and hence the circularity problem (ACCC, 1999a, pp. x- 
xi).” Each of the other three valuation bases applies without obvious circularity— 
specifically, the amount that an asset (such as, say, a pump or a pipe) cost when it 
was acquired, or would cost to replace, or could be removed and sold for, does 
not depend ee. on how it is being used, or moreover on what tariffs it is 
helping to generate.’ 

Any of these three possible valuation bases might have been adopted within the 
‘building block approach’. However, from the start and with little apparent reser- 
vation, there has been consensus between Australian regulators, particularly the 


2? Walker et al. (2000b, p. 132) hold that in Australia ‘[t]he deprival value accounting variant of 
replacement cost has become the dominant public sector accounting method’. A COAG agreement 
of August 1994 instated deprival value as the preferred valuation rule for network assets (IPART, 
1998, p. 35; ACCC, 1998a, p. 8). The institutional history of this concept, particularly in the Australian 
public sector, is documented in Clarke (1998) and Walker et al. (2000a). Whittington (1998b) details 
similar developments in the United Kingdom. 


Some second order circularity will surely remain. In imperfect markets, quotes for the replacement . 
of infrastructure assets, especially highly specialized items, will tend to be higher when these can be 
employed to produce higher tariff revenues. Similarly, the scrap value of such assets will be greater if 
there is a secondary market for them driven by their potential for use elsewhere in tariff generation. 
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ACCC and ORG, that the single or most appropriate valuation basis for tariff 
setting is current replacement cost, or more specifically, depreciated optimized 
replacement cost, commonly abbreviated to DORC. By definition, the DORC of 
an asset is the written-down replacement cost of its optimal or most efficient 
replacement (in an engineering or cost efficiency sense): 


Optimized replacement cost is a variant of the replacement cost valuation methodology 
which measures the cost of the most efficient method of providing the services of the 
current asset. (ACCC, 1998a, p. 9) 


DORC is the replacement cost of an ‘optimized’ system, less accumulated depreciation. 
It allows for the depreciated state of the asset and also incorporates engineering optim- 
ization of the utility’s asset. An optimized system is a re-configured system designed to serve 
the current load plus expected growth over a specified period using modern technology. 
This method excludes any unused or under utilized assets beyond the specified planning 
horizon, and allows far potential cost savings which may have resulted from technological 
improvement.’ (IPART, 1999d, Vol. 1, p. 52) 


The Australian regulators’ acceptance of DORC has significant economic and 
political consequences, and has attracted both support and annoyance from within 
the industries and companies affected. The main issue, immediately obvious to 
academics who have followed the waxing and waning over three decades of cur- 
rent cost accounting (CCA) proposals in the private sector, is that DORC valu- 
ations tend to inflate asset book values (relative to either historical cost or market 
realizable value) and hence to increase any related measure of the asset owners’ 
capital costs, thereby raising the regulated tariff stream flowing from energy users 
and wholesalers to transmission asset owners. The ready appeal of DORC-based 
tariff streams to incoming (and incumbent) asset owners has assisted govern- 
ments, particularly the state government in Victoria, to maximize the proceeds 
from infrastructure privatizations. Moreover, the direct connection between 
prices gained from the sale of infrastructure assets and the basis on which these 
are valued on paper (on the regulatory balance sheet) has undoubtedly brought 
much political pressure on regulators to adopt and endorse DORC, and must in 
some part explain their commitment to its application.’ 

The economic, political and social consequences of regulators’ near universal 
reliance on DORC asset valuations may be very significant. At worst, there is the 
potential to hamstring the development of Australian industry by inflating the 
costs of energy to dcwnstream producers, thus unnecessarily rationing industry’s 
use of existing (‘sunk’) energy transmission networks and known energy reserves. 
On the other hand, transmission asset owners have argued that an asset valuation 


* Zauner (2000, p. 4) notes that in the experience of his engineering valuation firm, the ‘O’ in DORC is 
relatively ineffective: “The optimization approach is necessarily subjective and receives much debate 
even though it typically only results in a write-down of the order of 5-10% of the un-optimized value’. 


> IPART (1999, p. 51) implicitly acknowledged direct interference by the N.S.W. State government in 
its recognition of DORC for electricity distribution assets in N.S.W. See also, for example, the Vic- 
torian State Treasury Energy Projects Division submissions, emphasizing the validity and relevance 
of DORC (ACCC, 1999a, p. 41), to the ORG/ACCC joint enquiry on the Victorian Gas Distribu- 
tion Access Arrangements (Final Decision 6 October 1998; ORG, 1998b, and ACCC, 1998b). 
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base which leads to lower tariffs will jeopardize their profitability and hence stifle 
growth and investment in additional and spin-off infrastructure. 

Given the importance of transmission tariff settings, both to energy dependent 
industries and to infrastructure investors, it is essential that there be proper 
review of the Australian regulators’ adoption and advocacy of DORC asset valu- 
ations. This article seeks to contribute towards such a review. In particular, it 
reconstructs the regulators’ conceptual framework, including particularly the role 
of DORC in the tariff formula, and questions the analytical arguments that have 
been put for DORC and expressly endorsed by regulators in their published pro- 
ceedings. A secondary objective of the paper is to bring to the notice of regulators 
and others involved in the tariff setting debate relevant aspects of the established 
literature on replacement cost valuation in accounting, emphasizing particularly 
the problems caused by their innate subjectivity. 

The most contentious and consequential regulatory asset valuation decisions 
entail ‘sunk’ assets. Assets yet to be built (new investments) will be added to the 
regulatory asset base (RAB) at the same dollar figure irrespective of whether 
the asset valuation basis is depreciated actual cost, known as DAC, or optimized 
replacement cost (DORC). Although the subsequent treatment of those assets’ 
values may not be the same (see discussion below), the likely tariff consequences 
of the regulator’s choice between DAC, DORC and other valuation rules are rel- 
atively less significant or at least not so immediate for assets yet to be constructed 
as for those already existing. Because of the relative importance of the initial regu- 
latory asset base (RAB,) and the likely precedent attached to its determination, 
this article is primarily concerned with the valuation of existing assets. 


THE REGULATORS’ TARIFF EQUATION 


The building block approach equation (1) for MAR can be written as 
operating expense, + (V,,— V) + Var (2) 


where y is the periodic rate of return on capital granted to the asset owner by the 
regulator. In principle, this percentage return is meant to equal the asset owner’s 
weighted average cost of capital (WACC), or in other words the risk-related rate 
of return demanded of such an investment by an efficient capital market. 

The regulators’ discretionary determination of WACC (set at a real rate of return 
of 7.75 per cent in the ACCC/ORG 1998 determinations) has been as controver- 
sial, and subject to the same political lobbying as their reliance on DORC. Again 
there 1s an issue of logical circularity since the market required risk-adjusted 
return on investment in energy transmission assets hinges on the regulators’ 
choice of, and commitment to, a given figure for WACC, and on the (systematic) 
risk of changes to regulatory arrangements in the future (known as ‘regulatory 
risk’). There are, however, more relevant external benchmarks for WACC than 
for RAB, such as, for example, typical market rates of return on subjectively com- . 
parable assets, and the rates of return earned by equivalent entities in other coun- 
tries. Nonetheless, there is no obviously correct or fair answer for WACC and the 
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regulator can only adjudicate between the various affected parties’ disparate and 
obviously self-interested views. References on the recent Australian regulatory 
debate over WACC include Officer (1998), Davis (1999a; 1999b), Johnstone 
(1999c) and IPART (1999d, Vol. 1, pp. 105-23). 

Replacing the corresponding terms in (2) with the acronyms RAB and WACC, 
the regulator’s tariff equation is written in its now familiar form as 


operating expense, + (RAB,,— RAB) + RAB,,WACC. (3) 


where WACC is the regulated rate of return to asset owners, and theoretically 
their weighted average cost of capital. 


THEORETICAL FOUNDATIONS OF THE TARIFF EQUATION 


The tariff formula can be rationalized in terms of present value (PV), using the 
formal reconciliation between cash and ‘accruals’ measures of capital costs clari- 
fied by Peasnell (1981, pp. 53-4; 1982, p. 365) and Edwards et al. (1987, pp. 12-31), 
and first arising in Hotelling (1925) and Preinreich (1938).° Specifically, after 
being reimbursed for their periodic operating expenditures (e.g., wages, etc.) asset 
owners receive net cash (tariff) flows in period ¢ equal to 


: (RAB, ,— RAB) + RAB,,WACC. 


Discounting this cash flow sequence at rate r = WACC, the discounted present 
value (PV) of the tariff stream to asset owners is 
are 5 (RAB, — RAB,) + RAB, ‚WACC 
aI (1+ WACCY 


where t = T represents the time at which the regulatory asset base is fully depre- 
ciated (RAB; = 0). 
Simplifying this equation as follows 


(RAB, - RAB,) + RABWACC | (RAB, ~ RAB,) + RAB,WACC _ 


PV = 
(1 + WACC)! (L + WACCY 
— _ (RABra ~ RABr) + RABr WACC 
(+ WACO 
_ RAB)(1 + WACC) _ RAB,(1 + WACC) - RAB, + WACC) | 
(1+ WACC) (1+ WACC? 
_ RABr (1 + WACC) - RABr(1+WACC) RAB, 
(1+ WACC) (1 + WACC) 
= RAB, (4) 


6 This analytical connection between cash flows (finance) and ‘accrual’ measures of costs (account- 
ing) underlies the theory of clean surplus accounting. Brief and Peasnell (1996) discuss the history 
and consequences of this theory, and provide a collection of important related papers. 


6 


ASSET VALUATION AND ENERGY TARIFF REGULATION 


reveals that the PV of the regulated tariff stream, calculated at discount rate equal 
to the regulated WACC, is equal to the amount of the initial (¢ = 0) regulatory 
asset base, RAB». This result makes obvious the asset owner’s economic imperat- 
ive for negotiating the highest possible initial asset book value, RAB). If the regu- 
lated WACC is in fact the true cost of capital, then the PV of the ensuing tariff 
stream equals exactly the RAB, granted by the regulator. 

Three further results follow immediately: 


1. Any asset revaluation agreed to by the regulator amounts to an NPV windfall 
to asset owners equal to the amount of the (upward) revaluation. To prevent 
this ‘free lunch’ the regulator must either prohibit asset revaluations or treat 
them explicitly as income in the tariff equation, thus reducing tariffs (cash 
flow) in the period of the revaluation by the amount of that revaluation.’ The 
expanded tariff equation satisfying this requirement is 


operating expense, + depreciation, + opportunity cost,—revaluations,. (5) 


2. Any new investment in infrastructure by asset owners offers NPV equal to the 
difference between the corresponding increase in the RAB and the actual cash 
amount invested. To fix this incremental NPV equal to zero, as is characteristic 
of an efficient capital market, expenditure on new assets must be brought onto 
the regulatory balance sheet at actual cost (which is, presumably, also the then 
optimized replacement cost of the new asset). 

3. For given total depreciation (RAB, ~ RAB;), PV is constant regardless of the 
time pattern of period depreciation charges. It makes no difference over what 
interval 0 < ¢ < T assets are written down, or how aggregate depreciation 
expense is distributed within this interval. More specifically, given RAB; = 0, 

. PV equals RAB, whatever the depreciation scheme. This point is of sufficient 
importance to bring about repeated explanation over many years: for example, 
Preinreich (1938), Edwards and Bell (1961, pp. 68-9), Schmalensee (1989), 
King (1997, p. 6), Newbery (1997, p. 3), Whittington (1998a, pp. 97, 100) and 
Davis (1999a, pp. 7—8, 1999b, p. 2). 


The financial effect of the regulators’ tariff equation can be described intuitively 
as follows. In essence, the regulator creates a ‘bank account’ of initial amount 
RAB, in the name of asset owners. Against this account, owners are paid periodic 
interest at effective interest rate WACC (granted by the regulator). Interest is cal- 
culated on the period opening RAB value. Each period the RAB or account bal- 
ance falls by the amount of depreciation in that period. This sum is paid to the 
asset owner, and equates to a period end cash withdrawal from the asset owner’s 
interest bearing account. In aggregate, the period tariff includes both a sum of 
interest (‘return on capital’) and a withdrawal (‘return of capital’). When at t= T 
all remnant capital is withdrawn (RAB, = 0), cash flows (tariffs) cease. In practice 


7 A closely related argument in an accounting context by Peasnell and Archer (1984) requires that, 
to avoid double counting, holding gains on debt be credited to the income account rather than 
directly to equity. 
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RAB will likely never approach zero, because the asset owner will over time 
make further investments in its infrastructure assets. The amounts spent on new 
assets will have the same effect as cash deposits into the owners ‘bank’ (RAB) 
account. Each further deposit (asset acquisition) will earn interest until fully with- 
drawn through asset write-downs (depreciation). An important aspect of this 
analogy is that all interest is paid out in cash—none accumulates in RAB. The 
only way to add to RAB is to invest in new assets. 


THE METHOD OF DEPRECIATION 


The method by which regulators depreciate ORC to arrive at DORC has been 
subject to much discussion (e.g., ACCC, 1999a, pp. 57-9; IPART, 1998, pp. 40-1; 
1999a, pp. 16-17; 1999c, pp. 46-7; 1999d, Vol. 1, pp. 91-104; ORG, 1999, pp. 15- 
16) and like other contentious ‘building block’ inputs, has been regarded as a mat- 
ter for negotiation. The two main issues are: (a) to what extent are existing assets 
already depreciated, or put another way, how is the initial (t = 0) asset value 
RAB, = DORG, to be found from ORC,, and (b) by what algorithm is DORC, to 
be written down from that time onwards? The regulators’ answers to these ques- 
tions, thus far, can be summarized as follows: 


1. DORG is obtained as a linear (with respect to asset age) proportion of ORC, 
by the formula 


DORG = ORC," , = 





where a is the age of the existing asset, /, is the estimated total life of the exist- 
ing asset and / is the estimated life of either the existing asset or its modern 
equivalent (ACCC, 1999a, pp. 46-7; Zauner, 2000, p. 6). The ambiguity over 
whether / should refer to the asset already in place or its new equivalent is 
typical of replacement cost valuation generally and related to the more gen- 
eral issue of what constitutes asset ‘replacement’ (see below). Not all of the 
Australian regulators’ published decisions state the ORC value from which 
the initial value of DORC is found, but where this information is provided 
DORG, is typically in the region of 50-80 per cent of ORG (e.g., IPART, 
2000, pp. 273-4). Large percentages are to be expected given the generally 
very long lives of the assets in question, or their modern equivalents. 

2. The regulators’ standard depreciation algorithm is (real) straight line (ACCC, 
1998b, pp. 44-5; 1999a, p. 47; ‘ORG, 1998b, pp. 94-7). Where there is no 
inflation, nominal DORC reduces linearly over time. With inflation, it is the 
real rather than nominal value of DORC that reduces linearly. This algorithm 
works as follows. Take year 3 say of an asset being depreciated straight-line 
over T = 5 years (20 per cent per year). At t = 3, only 40 per cent of the asset 
remains. Its nominal ORC at that time is its initial (z = 0) value of $100 indexed 
up to $100 (1.05)° = $115.76 to allow for 5 per cent annual inflation. Hence 
DORC at this point is 40% ($115.76) = $46.31, in nominal time 3 dollars, or 
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$46.31/(1.05)° = $40 in real (time 0) dollars.’ Full example calculations are 
provided and explained below. 


TABLE 1 


BUILDING BLOCK MODEL EXAMPLE CALCULATIONS 


Time 0 1 2 3 4 5 

Zero inflation 
ORC 100.00 100.00 100.00 100.00 100.00 100.00 
DORC 100.00 80.00 60.00 40.00 20.00 0.00 
Depreciation 20.00 20.00 20.00 20.00 20.00 
Return on capital (10%) 10.00 8.00 6.00 4.00 2.00 
Total cash flow 30.00 28.00 26.00 24.00 22.00 
Present value (r = 10%) 27.27 23.14 19.53 16.39 13.66 
Total present value 100.00 

5% inflation — all values nominal 
ORC 100.00 105.00 110.25 115.76 121.55 127.63 
DORC 84.00 66.15 46.31 24,31 0.00 
Depreciation 16.00 17.85 19.85 21.99 24,31 
Return on capital (15.5%) 15.50 13,02 10.25 7.18 3.77 
Total cash flow 31.50 30.87 30.10 29.17 28.08 
Present value (r = 15.5%) 27.27 23.14 19.53 16.39 13.66 
Total present value 100.00 

Real cash flow (time 0 dollars) 30.00 28.00 26.00 24.00 22.00 


Example Calculations 

The workings of the building block tariff model are illustrated in the spreadsheet 
calculations shown in Table 1, adapted from Davis (2000, p. 12). Calculations are 
provided for the cases of zero inflation and 5 per cent inflation. For the purpose 
of the illustration, the opening RAB value is RAB,= $100. Assets are assumed to 
have a remaining life of T= 5 years. The regulated WACC is taken as 10 per cent 
real. This implies a nominal WACC of 1.10 x 1.05 — 1 = 0.155 = 15.5% when the 
inflation rate is given as 5 per cent. The assumed depreciation scheme is the 
‘real linear’ method endorsed by the ACCC and to date applied by all Australian 
regulators (see references above). Davis (2000) refers to this as ‘competition 
depreciation’, a term used by the ACCC (1999a, pp. 28, 47) to describe depreci- 
ation schemes that imply a constant or near constant real tariff stream. Tariffs are 
then largely unaffected by the age of the service providers’ assets. This tariff 


? In current cost accounting (CCA) where asset values are expressed in nominal terms, the cumula- 


tive adjustment required to achieve a given pattern of depreciation (e.g., straight line) in real rather 
‘than nominal terms—to ensure that accumulated depreciation keeps up with infiation—is known as 
the ‘depreciation backlog’ (Whittington, 1983, pp. 164-6). 
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characteristic is thought to mirror product prices in actual competitive markets for 
capital intensive products (e.g., airline tickets [ACCC, 1999a, p. 47]). 

The real linear depreciation scheme employed by the ACCC and other Austra- 
han regulators can be described mathematically as follows. Nominal written down 
asset value at time ż is 


DORC, = ORC,(1 + Ù 5 


where / is the inflation rate, T is asset expiry date and ORC, is the nominal open- 
ing asset value. 
Nominal depreciation expense in period t is then 


PORC» ~ DORG, = ORCA + 9 TED s Ten]. orca +T 


= ORC,(1 + i) [ators vo 2il 


= 100(1.05} (e-as] = $19.85 fort=3, 
and the sum of depreciation expenses over all T periods is 


ORGS (+I Gao fis X- ORC). 


=l 


The economic incentives of the asset owner in relation to its chosen depreci- 
ation scheme are straightforward. Depreciation is a return of capital out of the 
pool (RAB) earning a regulated (‘guaranteed’) rate of return (WACC). If the 
regulated WACC is acceptable—or more than acceptable—then the asset owner 
will want to depreciate its assets only minimally or not at all. The reason for this 
is that once a depreciation expense is recognized, the owner is ‘paid out’ that 
amount and hence does not earn a regulated WACC return on it any more. Note 
that neither the NPV of the investment nor its IRR (here equal to the regulated 
WACC) is affected, only its duration. All else being equal, an investment return- 
ing a high IRR (regulated WACC) will be extended as far as possible. This is 
achieved by minimizing and thus effectively postponing (‘back-loading’) depreci- 
ation write-downs. Constraining the service provider’s economic desire for min- 
imal depreciation is its obligation to pay interest and dividends. Asset write-downs 
provide cash flow and in this way are advantageous. Ultimately the asset owner 
will have to compromise between its competing desires of maximizing the asset 
pool earning the regulated WACC and at the same time paying a stream of divi- 
dends to shareholders of sufficient amount and consistency. 
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PRIVATE SECTOR REJECTION OF RC VALUATION AS 
TOO SUBJECTIVE 


DORC and its close relatives (DRC and ‘deprival value’) have a long and 
chequered history in the accounting literature. During the era of high inflation 
in the 1970s and 1980s there was a strong push in the U.K., Australia and New 
Zealand for shifting the basis of external financial reporting in the private sector 
away from the traditional historical cost (DAC) framework onto a replacement 
cost (RC) footing (Clarke, 1982; Tweedie and Whittington, 1984). Ultimately, 
after extensive scrutiny, the RC proposal was defeated from both within and 
outside the accounting profession (Pong and Whittington, 1996; Tweedie and 
Whittington, 1997). This was for a multitude of reasons, of which perhaps the 
most telling was the inherent practical difficulty of measuring the RC of assets in 
any way ‘objective’ or independently verifiable,’ and hence the latitude for man- 
agement interference in the asset values and related cost measures: “There is no 
way in which the resultant income and capital measures can be treated as being 
independent of management’ (Peasnell, 1984, p. 192). 

Because of their subjectivity, Whittington, a stalwart of the RC debate and an 
in-principle supporter of RC for financial reporting purposes (although not tariff 
regulation), effectively dismisses the possibility of RC methods becoming stand- 
ard financial accounting practice: 


The accounting standard perspective suggests that CCA [replacement cost accounting] is, 
at best, a remote prospect as standard accounting practice in the UK. Systematization of 
the valuation base, to include more current values, possibly on a VTB [deprival value] 
basis, has been proposed rather tentatively. However, the subjectivity of such valuations, 
especially for specific operating assets, such as plant and machinery, is likely to rule them 
out as standard practice for some time. (Whittington, 1994, pp. 88-101) 


[T]he U.K. government decided (in 1982, and contrary to earlier indications) that CCA 
was too unreliable to be used as a basis for corporate tax. (Whittington, 1998b, p. 28) 


DORC is Unauditable 

Auditing in the sense of independent corroboration (Wolnizer, 1987) is impossible 
with DORC. No two firms of valuers working independently can be expected to 
come up with equal or even nearly equal DORC valuations. The problem is that 
DORC valuations embody multiple subjective and at worst completely arbitrary 
choices, and can only be verified when these are specified and taken as given:”° 


There were also problems with finding any workable concept of financial or operating ‘capital’. 
These are essentially irrelevant here because the tariff equation has its theoretical justification not 
in an accounting concept of ‘capital maintenance’ but in its reconciliation with the NPV (economic 
value) of the tariff stream (Whittington, 1998a, p. 96). 


Walker et al (2000a) have recently shown up this deficiency in the financial reports of several 
water and electricity utilities in N.S.W. IPART (2000, pp. 75—6) recognizes ‘the considerable range 
in estimates of the DORC value of AGLGN’s assets’, noting one expert valuation of ‘ “new 
entrant” DORC of $1,900m-$3.300m’. 
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It is very easy for experts to disagree on DORC valuation, since it requires the exercise 
of a large amount of discretion, and of engineering judgment in particular. It is not 
unusual to find that even a minor change in assumptions can result in a DORC valuation 
differing from an original assessment by 30% or more, and there are already examples of 
this range of variation in the various regulatory decisions in both electricity and gas in 
Australia ...In the case of the Victorian transmission network, the author is aware of 
studies which showed that the entire 500kV network in that State could be replaced with 
a 330kV network involving the same number of tower lines and performing the same 
functions—but perhaps involving 60-70% of the cost. This degree of optimization would 
have substantially reduced the DORC valuation of the transmission network assets, but 
was not undertaken by the Government (Booth, 2000, pp. 8-9). 


The unavoidable discretionary choices that underlie all DORC valuation occur in 
response to the following problems: 


1. The asset definition problem: The cost of replacing an asset depends on how 


that asset is defined. Is it the physical item in question (e.g., a pump) or its 
future service potential (the latter, following Fisher, 1906, and Canning, 1929, 
is the usual accounting definition of an asset). Since the measurement required 
is ORC rather than RC, it is implicitly the latter. But what specifically consti- 
tutes ‘service potential’, and for how long and to whom, and by what measure? 
This raises the issue of expected useful life. Just how much service potential 
does an existing asset have left? Is it 25 per cent or 55 per cent depreciated 
in this regard? Will it be bypassed and will the energy (e.g., gas) available at 
its source remain economically extractable? There are no objective (uniquely 
sensible) criteria on which to answer any of these questions. The engineering 
valuer has no alternative but to rely on discretionary ‘professional judgment’ 
and therefore retains the ability to arbitrarily affect the bottom line. 


. The optimization problem: By what engineering criteria is an asset or arbitrary 


grouping of assets optimized? How far is the engineer allowed to go in hypo- 
thetically re-designing the asset base? Is it only a matter of fine-tuning or 
should the engineer start with a blank canvass (e.g., green-fields Melbourne)?” 
What customer base (throughput) is relevant: is it the current situation or a 
projection of demand in five or twenty-five years time? Does the notion of 
asset optimization relate only to cost or more to a set of engineering para- 
meters? If both, which should be given more emphasis? Moreover, if the notion 
of an engineering optimum depends on cost, is there a different optimum for 
every different cost level? 


. The quote variance problem: If the valuer relies on just one estimate of the RC 


of a particular asset (however defined for the purpose of getting a quote) then 
the valuation is subject to high sampling error (variance). If a larger sample of 
quotes is drawn, which of the widely differing valuations should be given the 
most weight? 


For example, Ergas and Smart (2000, p. 14) in discussing the DORC value of Sydney airport: find 
that the efficient (minimum) replacement cost ‘is likely to be represented by a green field airport 
on relatively cheap land’. 
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4. The aggregation or additivity problem: In general, the RC of a conjunction 
of assets {a, b, c, d, e} is not equal to the sum of the RCs of the individual 
assets {a}, {b}, {c}, {d}, [e]. Nor is it equal to the sum of the replacement costs of 
any mutually exclusive and jointly exhaustive subsets of those assets, such as, 
for example, {a, b, c} A {d, e}. Moreover, by re-partitioning the asset set into 
another of its possible groupings, such as, say, {a, b} © {c, d, e} or {a} A {b, c, d} 
N {e}, the aggregate replacement cost can be made arbitrarily higher or lower. 
To escape this arbitrariness, practitioners suggest that the appropriate asset 
bundling is that which minimizes aggregate RC, a rule consistent with the 
notion of ‘optimized’ RC (ACCC, 1999a, p. 44). The problem with this ad hoc 
criterion is that it generally leads to a very high level of aggregation. Natural 
economies of scale mean that hypothetical asset replacement cost is minimized, 
in the limit, when infrastructure is replaced as a ‘single’ asset. But at such high 
levels of aggregation, RC quotes are bound to exhibit extreme variance from 
one estimate to another, based on different guesses about the potential econom- 
ies of such large scale construction. The ‘least cost’ rule is therefore generally 
ineffective in removing subjectivity and discretionary latitude from the bottom 
line. By culminating in the entirety of the firm’s assets being defined as one, it 
effectively defeats the purpose of a ‘balance sheet’ (sum of assets) approach to 
asset valuation. 


Bureaucratic Suppression of Criticism 

During the private sector RC debate of the 1970s and 1980s, DORC style asset 
valuations were disparaged and ultimately rejected for their incorrigible subjectivity 
and inherent susceptibility to ‘creative accounting’. There is nowadays a consen- 
sus among academics who fuelled this debate that little of what was learned has 
reached or been heeded by those now advocating RC for use in the public sector: 


[W]hat does seem to be unjustifiable is the apparent lack of a coherent approach to the 
issue of ‘current value’ accounting in the non-business sector. There seems to have been 
no concerted effort to draw lessons from the ultimately unfavourable attitude of business. 
The various regulations give the impression of as many ad hoc choices, sometimes leading 
to possibilities of opportunistic accounting policies, sometimes resulting in figures which 
even the entities involved have difficulty interpreting. (Camfferman, 1998, pp. 25-6) 


Clearly those who have promoted the drift of both DV [deprival value] and ODV into the 
public sector have either not heeded that experience with CCA, DV and related concepts 
in the private sector, or did not know of it. If it is the former, then the public sector 
reformers must be considered to suffer a certain lack of candour. (Clarke, 1998, p. 16) 


RC-based accounting has been promulgated at all levels within the Australian 
public sector. In 1994 the Steering Committee on National Performance Monitor- 
ing (SCNPM, 1994) set out to institutionalize an RC framework by its publication 
and wide dissemination of asset valuation guidelines closely resembling those of 
the various CCA (current cost accounting) proposals of the 1970s. In support- 
ing.RC (in fact ‘deprival value’) without qualification or reference to any of 
the.relevant academic or professional literature, this publication (known as the 
‘red book’) effectively suppressed all existing criticism of RC valuation methods, 
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thereby raising questions of the competence if not integrity of the political process 
that led to RC being adopted (Johnstone and Gaffikin, 1996; Johnstone and 
Wells, 1998a, 1998b). The same questions now arise in regard to the regulators’ all 
but unqualified and seemingly ideological support for DORC-. In all their various 
publications dealing with the asset valuation issue, there is no mention whatso- 
ever that RC has an extended history of rejection in the private sector. 

The other significant precedent overridden or ignored by regulators—and 
unmentioned in their written deliberations—is that in the U.S.A. where asset 
valuation for the purposes of tariff setting has a hundred year history and a vast 
literature, replacement-cost-based asset valuation has either not been taken 
seriously or considered and rejected. The authoritative American text on asset 
valuation for regulation purposes, Bonbright et al., (1988, pp. 296-8), rejects 
replacement cost valuation as being administratively impractical. For example 
(see also later quotes): 


[T]he answer must lie in a recognition by practical minded judges, commissioners, and 
experts, that estimates of the cost that would be incurred in replacing the service by 
means of a new type of plant if the existing plant were to disappear into thin air are 
altogether too speculative and too litigious for purposes of feasible administration. When 
one considers, moreover, that the replacement might well take the form of a change in 
the very nature of the service, and not just a change in the design and location of the plant 
—a change, say, from house-heating by gas to heating by electrically-operated heat 
pumps, etc.—one need not be surprised that the replacement-cost-of-service theory remains 
today a paper theory. (Bonbright et al., 1988, p. 298; in the words of Bonbright 1961) 


Persons who dislike reproduction cost condemn it for its confusion, its indeterminacy, 
and its invitation to endless controversy between corporate or investor interests and con- 
sumer interests. For reasons ... presented by Professor Bonbright (1930, pp. 334-410), 
our convictions support [this] position. (Bonbright et al., 1988, p. 222) 


THE REGULATORS’ ARGUMENT FOR DORC 


Asset owners’ formal submissions to regulators and the written determinations 
of the regulators themselves (particularly ACCC and ORG) contain repeated, 
albeit scantly supported, claims that replacement cost asset valuation, particularly 
DORC, has a derivation in economic theory (e.g., ORG, 1998b, pp. 12-13; 
ACCC, 1999a, pp. 39-40). This view has been recited to the point that its validity 
is widely taken for granted, albeit without demonstration or acknowledged 
authority (cf. Productivity Commission, 2001, pp. 216, 220, 222). 


2 The consultant on tariff setting issues with most sway over the ACCC is economist Stephen 
King of the University of Melbourne. In several of his papers King has argued that DORC (and 
possibly the building blozk model in general) is inappropriate in this function (e.g., 1996, p. 295). 
For example, King (200a, p. 7) writes ‘as I have noted elsewhere, the contestability justification 
for DORC is dubious and it may not be desirable to replicate the fictitious path of revenues that 
result from the contestability model’. (see also p. 2). However, in his most recent work, King 
(2001a, p. 5) concedes that despite his previously oft-stated critique of DORC, he will for the sake 
of assisting in current deliberations take DORC as given. This resignation would seem to be indic- 
ative of the ACCC’s committed and apparently axiomatic acceptance of DORC. 
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The economic argument on which the regulators justify their commitment 
to DORC, as best as can be construed from their published statements, is that 
RAB = DORC emulates rational market settings by producing the highest pos- 
sible tariffs short of those at which a new entrant might be encouraged to duplicate 
the existing provider’s infrastructure (and compete for those tariffs). According to 
this argument, a profit maximizing asset owner, operating opportunistically in a 
free market, would fix tariffs at this level for the long run: 


One interpretation of DORC is that it is the valuation methodology that would be 
consistent with the price charged by an efficient new entrant into an industry, and so is 
consistent with the price that would prevail in the industry in long run equilibrium. 
(ACCC, 1999, p. 39) 


[A]ny value that is in excess of DORC is likely to produce Reference Tariffs that will 
expose the Service Provider to being by-passed. (ORG, 1998b, p. 58) 


The economic theory underlying this conclusion is built around a construct 
called Tobin’s q, after its inventor, Nobel prize winning economist James Tobin. 
Tobin’s q is defined as the ratio of the value of the firm to the replacement cost of 
its assets. That is: 


_ M 
ORC aa 


where M is defined as the market value of the firm’s securities (debt plus equity) 
and ORC,,.4 is the minimum (optimized) cost of replacing its current productive 
capacity, making allowance for the fact that some of its assets are not of the same 
capability as when they were new (i.e., they are used). Tobin introduced the q 
ratio as a way of measuring the level of monopoly power of the firm (Brainard 
and Tobin, 1968; Tobin, 1969) and of assessing the market incentive for further 
capital investment. Large q is associated with monopoly profits or economic rents 
(i.e., profits exceeding costs, including capital costs), these being capitalized by the 
market in its assessment of M. 

In the absence of monopoly rents, the value of q is expected to be near one. For 
q to exceed one, the market value of the firm (the present value of its projected 
net cash flows) must be greater than the RC of its assets. In these conditions there 
are incentives for new entrants or for expansion by existing firms, with the effect 
that prices will be reduced and q driven towards a value of one: 


q 


The essence of the argument is that for a competitive firm, one would expect q to be close 
to one, and as we examine firms with increasing monopoly power (increasing ability to 
earn above a competitive return), q should increase. If a firm’s q is greater than one, the 
market value of the firm is in excess of its replacement cost. If there is free entry other 
firms could enter the industry by purchasing the same capital stock as the existing firm. 
Furthermore, they would anticipate an increase in value over their investment because its 
market value would exceed its cost. Thus, in the absence of barriers to entry and exit, q 
will be driven down toward one as new firms enter. (Lindenberg and Ross, 1981, p. 2) 


According to Tobin’s argument, g = 1 characterizes a firm operating in a compet- 
itive market in long run equilibrium. In these circumstances, the firm is extracting 
the maximum attainable income stream (product price) without admitting any 
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opportunity to potential price cutting competitors. Conversely, if g was less than 
one there would be no incentive for existing firms to renew their assets and the 
number of competitors would shrink to the point where prices could be raised and 
q pushed back towards one. 

The economic logic of g = 1 is easily understood in the context of a simple 
example. Suppose that a shopkeeper pays a carrier x per parcel for deliveries. At 
some point (dependent on volume) x becomes so high that the shopkeeper can 
more economically buy a truck and employ a driver. Or a new entrant can set up 
and displace the existing carrier. This is the price at or below which the contractor 
must work if he is to hold on to his customer base and maximize profits (return on 
capital) over the long run. On the basis of this logic, g = 1 is taken to be the 
definitive feature of an appropriately regulated monopoly, stripped of monopoly 
rents (i.e., of returns above costs, including capital costs): 


[A] firm which is regulated so as to earn no monopoly rents would have a q close to one. 
A monopolist, however, who can successfully bar entry and is not adequately regulated 
will earn monopoly rents in excess of ordinary returns on the employed capital. The 
market will capitalize these rents, and the market value of the firm will exceed the 
replacement cost of its capital stock, that is q will persist above one. (Lindenberg and 
Ross, 1981, p. 2) 


It can be argued that in a competitive market, if a supplier charges a price above 
minimum efficient cost of supply, then new entrants will be attracted into the market by 
the abnormal profits which are available; as a result, market prices for outputs, and the 
market value of business enterprises supplying those outputs will tend towards cost... 
The above propositions are consistent with the theory of the relationship between the 
market value of assets and their replacement cost developed by the economist James 
Tobin. The ratio of the market value of a company’s debt and equity to the current 
replacement cost of its assets is known in the finance literature as Tobin’s Q. Tobin 
argued that when Q is greater than 1 (that is, when capital equipment is worth more than 
it costs to replace), firms have an incentive to invest, and that they will stop investing 
when Q is less than 1 (when equipment is worth less than its replacement cost) . . . On this 
basis ... it is accepted, in principle, that the use of ODRC [DORC] asset values and a 
market based estimate of the WACC is intended to mimic the outcomes of a competitive 
market. (ORG, 1998a, p. 5) 


To measure g the regulator has to find the minimum (‘optimized’) RC of the 
firms used assets, or more precisely, of the cost of replacing the partially depleted 
productive capacity represented by those used assets. With there being no second- 
hand markets for the kinds of assets in question (excepting scrap metal markets), 
regulators have treated DORC as a proxy for the cost of used assets, and hence 
implicitly re-defined Tobin’s g as 


_ M 
~ DORC’ 





q 


The final step in the regulators’ program to impose q = 1 is to fix the initial regu- 
latory asset base, RAB», such that the market value of the entity, M, equals 
DORC. Thinking of M as the PV of the tariff stream, this requires merely that 
RAB,= DORC, since PV = RAB, as shown by equation (4) above. 
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THE REGULATORS’ THEORY CORRECTED 


The regulators’ standpoint on asset valuation, reiterated as faithfully as possible 
above, is that DORC-based tariffs mimic the discipline of a competitive market. 
More specifically, DORC is held out as the upper limit on RAB, above which a 
new entrant would be attracted, and is therefore the asset base on which a profit 
maximizing asset owner would fix tariffs in a contestable market: 


A return on replacement cost is the maximum that a monopoly firm could earn in a 
perfectly contestable market. (ACCC, 1998b, p. 32) 


[I]f prices reflect a value that is in excess of DORC, then users would be better off if the 
existing system were scrapped and replaced by new assets. (ACCC, 1999a, p. 40) 


This argument requires that DORC equals or approximates the amount that a 
new entrant would have to pay to replicate existing infrastructure. The difficulty, 
however, is that a new entrant in the market for energy transmission services 
would have to pay full (undepreciated) ORC to duplicate (bypass) existing infra- 
structure. There is no second hand market on which one can buy an in situ elec- 
tricity grid or a gas pipe network, or even the individual components thereof. 

Allowing for this market reality, King (2001a, p. 8) specified a present value model 
which correctly defines the competition exclusion limit on the regulatory asset base. 
This model is clarified and completed below. The end result is a logical recon- 
struction of DORC effectively correcting the regulators’ theoretical framework. 

Consider the position, at time ż, of a potential new entrant under the assump- 
tion that any replaced assets last ‘forever’ (i.e., to the point that subsequent cash 
flows make no difference in PV terms). Suppose that the new entrant expects to 
take from the incumbent a proportion p of the existing (projected) tariff stream, 
tariffs being set by the regulator based on the incumbent’s book DORC (as per 
tariff equation (3) above). 

Under these assumptions, the new entrant, commencing operations at time t, 
would earn tariffs worth (at time t) 


T-t 
p ROUD) 
(1+ WACC) 


where ORC, is the time t replacement cost of all new assets, g is the (technology 
dependent) growth rate of this replacement cost, WACC is the regulated and 
actual cost of capital, T is the time at which the incumbent’s assets require 
replacement, and P, = RAB, is the present value at time t of the tariff stream to be 
earned by the incumbent from existing assets over the years between ft and T. The 
second term within the parentheses represents the PV (at time ¢) of the tariffs 
generated by new assets built by the incumbent at time T (when existing assets 
expire). 

There is no obvious basis on which to estimate the new entrant’s possible mar- 
ket share, but to be consistent with the regulators’ argument, it is assumed that 
p = 1, meaning that the new entrant will completely displace the incumbent, taking 
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over the entire tariff market (ORG, 1999, p. 17). This is of course an unrealistic 
possibility (see below), and can be treated only as a ‘theoretical’ limiting case. Its 
event would require circumstances where, for example, the new entrant, before 
making any investment, tied all asset users into very long term (e.g., thirty year) 
futures contracts. Equivalently, the new entrant might theoretically be a co- 
operative of all asset users, bound together by long term agreements to self- 
supply using newly constructed assets bypassing those of the incumbent. 

Taking the indifference condition for new investment as NPV = 0 (at discount 
rate r = WACC), a potential new entrant is motivated to enter the market pro- 
vided that the PV of its tariff revenues equals the cost of all new assets, ORC, 
Thus, on the assumption of p = 1, the time ¢ new entrant condition is 


T-t 
P + ORG + gy" | ORC.. (6) 
(1+ WACO™' 


Put another way, the PV of future (remaining) tariffs flowing from existing assets 
(RAB,) required to motivate a new entrant is 


T- 
P = ORC, }1 — _it+g | | 
1+ WACC 


Provided that the asset inflation rate g is not greater than or nearly equal to 
WACC, and the remaining life of the incumbent’s assets T — ¢ is large, it follows 
that P, is approximately ORC. These conditions are typical of energy infra- 
structure assets (‘pipes and wires’), the replacement cost of which is commonly 
contained or even reduced by technological progress. In effect, therefore, the 
regulators’ economic framework implies a RAB close to ORC, and thus invites 
the incumbent to ‘arrange’ an ORC valuation such that book DORC—however 
set by the regulator—approximates true ORC, thereby laying claim to a stream 
of tariffs consistent with existing transmission assets being all near new. For 
instance, suppose the regulator agrees to DORC at 75 per cent of ORC, as is 
quite typical of Australian regulatory determinations. Then book ORC can be 
inflated to 1/0.75 = 133% of true ORC without introducing any opportunity for a 
new entrant. 


Dynamic Reconstruction of DORC 

It is clear from their statements of economic logic that the ACCC/ORG intended 
in principle (if not consequence) to employ the new-entrant-exclusion condition, 
here represented by equation (6), to set the initial regulatory asset base, RAB,)= 
Po Given that existing infrastructure assets will generally not require replacement 
for many years (if ever), this static application of (6) almost always leads to RAB, 
near ORC), as shown above. There has been no suggestion, however, that the 
same economic logic will play any part in determining subsequent written down 
asset values, RAB,, RAB,, etc. Rather, regulators have not committed to any one 
depreciation scheme, and have generally treated. the time pattern of depreciation 
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as something tolbe settled between themselves and the various interested parties, 
particularly asset owners and users (see above). 

To be consistent in their proposed regulatory asset valuation logic over time, 
equation (6) must be applied continually over time, re-setting RAB, at the end of 
each year (at each time ¢ < T) to its maximum possible, new entrant exclusion 
level P. Such dynamic application of (6), introduced in a submission to the ACCC 
by Agility Management (2000) and clarified by King (2001a), makes sense of the 
regulators’ argument for DORC. It requires that DORC be re-defined. dynamic- 
ally, not as an essentially arbitrary (e.g., straight line) function of ORC, but 
specifically as the time-dependent new entrant tariff threshold P. That is, 


T-t 
7 1+ge¢ 

DORC, = F = ORC, 41 f F ered (7) 
where DORC, represents the value of DORC at period end t. Understood this 
way, DORC, is by definition the theoretical new entrant exclusion bound on 
RAB, (i.e., on RAB, RAB,....etc.), and the regulators’ economic argument 
for DORC is rationalized. However, to meet the requirements of this corrected 
theory, the ACCC and other regulators must recognize and apply the full con- 
sequences of (7), including particularly its implied depreciation scheme. 


Implied Depreciation 
Definition of DORC, as the competition exclusion limit P, implies a scheme of 
depreciation where the period £ write-down, Pı — P,, is from (7) 


T-(t~1) T-t 
ORG psi Eo SORE aN cel), 
(1 + WACC) (1 + WACC) 


Simplifying this expression gives period t depreciation 


T-t+1 
R,-P=ORC,,4wACC|——8_| -g 
1+ WACC 


(8) 


WACC g 
SORG ee ea ee 
k lz + WACC) (1+ E 


If the economic logic underlying regulatory asset valuation is to continually re-set 
RAB, over all ż < T to the theoretical maximum no-new-entrant level, any other 
depreciation pattern (e.g., straight line) is inadmissible. This point of economic 
logic is stressed'by King (2001a) in his commissioned report to IPARC (Inde- 
pendent Pricing and Regulatory Commission) responding to the Agility submis- 
sion: ‘No other form of adjustment from ORC to DORC is consistent with the 
economic justification for DORC’ (King, 2001a, p. 10). 
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Although not by design, equation (8) with g = 0 coincides with the ACCC 
(1999a, p. 66) definition of ‘annuity depreciation’ (a special case of their ‘com- 
petition depreciation’; see above). The term ‘annuity depreciation’ arises for the 
reason that when g = 0 the tariff stream ensuing from depreciation defined by (8) 
is an annuity. That is, tariffs are constant over all periods t s T. This is demon- 
strated below. 


Effect on Tariffs 

The full tariff consequences of the reconstruction of DORC, specified in equation 
(7) are revealed as follows. Apart from operating costs, the tariff paid to asset 
owners at time t is from equation (3) 


[P.. — P] + (P1 x WACC). 
Substituting for P,, and P,,— P, using (7) and (8) gives a time ¢ tariff equal to 


1+g 


T-t+] 
l-g 
ORGA WACC e a OR a 
i | i i tits 


T-t+1 
WACC 
1+ WACC 


which simplifies to 
ORC, ,[WACC — g]. (9) 


In the case of infrastructure assets, g is likely near zero (in real terms). With 
g = 0, period ¢ tariff is a constant (ORC x WACC), where ORC is the initial and 
constant (since g = 0) optimized replacement cost of all new assets. This is in 
effect the same result as if the asset owner postponed all depreciation until asset 
expiry date T. A full return of ORC would be reimbursed at that time T, which 
from today’s (time t) perspective would have effectively zero present value (again 
assuming large T — t). 

A corollary of this equivalence (in present value) between annuity depreciation 
and non-depreciation is that if the regulated WACC exceeds the true WACC, 
asset owners’ optimal depreciation scheme is annuity depreciation. In these cir- 
cumstances, owners would prefer to take no depreciation returns of capital (thus 
not reducing the pool producing the positive spread between regulated and true 
WACC). This is not allowed, but for long-lived assets, annuity depreciation pro- 
duces mathematically the same result. More formally, as T — t increases, the 
owner’s NPV based on annuity depreciation approaches that based on no depre- 
ciation at all, and for T — t= 30 say, this equivalence is virtually exact. 

Numerical consequences of the DORC reconstruction outlined above are 
exhibited in Figures 1 and 2 below. 

Figure 1 graphs the behaviour of DORC, over all periods t < T (T = 30) under 
the parameter values g = —0.02, g = 0 and g = 0.05. These results are based on an 
ORC, of $100 and a WACC of 7.75 per cent. Figure 2 shows corresponding period 
t tariffs over the same time interval t < T, with the same three possible values of g. 
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FIGURE 1 


DORC OVER TIME ts T (T= 30 AND ORC, = 100) 


DORC 





Time 
FIGURE 2 


PERIOD TARIFF OVER TIME t $ T (T =30 AND ORG, = 100) 





Some explanation ‘of these functions is warranted. To understand the behaviour 
of DORC,, it is helpful to rewrite (7) as 


T-t 
DORC, = ORC, — ORGA + 8)"* 
(1+ WACC) 
ORC, 
ORC aee lee 10 
' (1+ WACC)"™ oo) 


This alternative expression reveals that DORC, is equal to ORC, minus the 
present value of the cost of new assets due at T. In general, therefore, DORC, 
falls as T (asset replacement) approaches. The exception to this rule is where g'is 
high meaning that ORC, increases rapidly over time, in which case DORG is very 
low relative to ORC). This can be explained by the insight that with high g the 
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cost of new assets is growing quickly, and therefore a new entrant is more motiv- 
ated than when g is zero or negative to invest immediately rather than wait until 
T. To close off this heightened threat of system bypass, the incumbent can afford 
only low DORG, in the early periods. Tariffs then rise for a time with increasing 
ORC,, and finally, as expiry draws closer, the physical state (short remaining life) 
of existing assets takes over and their value approaches zero regardless of the cost 
of their replacement (i.e., regardless of the asset inflation rate g). 

Turning now to Figure 2, note from (9) that time t tariff is a linear function 
of ORC,,. When ORC,, is constant (g = 0), so are tariffs, and when ORC,, in- 
creases (decreases) tariffs do also, provided that WACC > g. Such direct positive 
connection between maximum (new-entrant-exclusion) tariffs and the replace- 
ment cost of the underlying infrastructure is an intuitively plausible aspect of the 
reconstructed theory of DORC. The most striking observation in Figure 2 is the 
initially very low level of tariffs under high g. This relates to the correspondingly 
low DORC and is explained (the same way) by the added impetus to bypass aging 
assets when their replacement cost is rising quickly. 

To see the ‘g effect’ clearly at work, imagine that g = WACC. In this case, 
DORC, and thus pericd tariff is always zero as per equations (7) and (9). There 
are several ways to understand this. The most intuitive is that because the cost of 
new assets is growing at a rate equal to the cost of capital, there is no reason not 
to make their inevitable replacement immediately. By implication, existing assets 
are redundant and valueless. 

A formal proof of this result is as follows. The cost of new assets at any time t 
is ORC,. If g = WACC., this is exactly equal to the present value of the cost of new 
assets in one period’s time. That is, 


_ ORC, +g) ORC, 
(lL+WACC) (1+WACC) 


It follows, therefore, that the investor (either the incumbent or a new entrant) is 
indifferent between buying new assets today or at any time in the future. Replace- 
ment of existing infrastructure will therefore occur immediately unless transmis- 
sion services are provided by the incumbent free of any capital charge. Existing 
assets are thus of no value. 

The more extreme possibility is g > WACC-. In these circumstances, the incum- 
bent or new entrant is motivated to buy new assets as soon as possible, since their 
cost is increasing at a rate greater than the cost of capital. In this case, existing 
infrastructure takes not zero, but negative value, since the capital component of 
tariffs must be negative (owners must pay users) if system bypass is to be pre- 
vented. This will of course not occur, since the incumbent is better off ceasing all 
operations. System replacement will therefore proceed immediately, as is sensible 
in the circumstances. 

Note that the dynamic DORC reconstruction described above, including all 
equations and calculations, holds either in real or nominal terms. All that is 
required is consistency. Thus, if WACC and g are expressed in real (nominal) 
terms, then P, ORC, and DORC, must be in real (nominal) dollars. 


ORC, 
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New Entrant IRR 

System bypass with tariffs defined by (9) offers, at any time ¢, an IRR equal to the 
regulated WACC. Proof is as follows. A new entrant invests ORC, at time t, and 
acquires the remaining tariff stream from existing assets (beginning at time f+ 1 
and ending at time T), plus a tariff perpetuity thereafter (beginning at time T + 1). 
The IRR on this investment is given by r such that 


Ce $ ORC (WACC - g) + ORGWACC - 8) 





E (+F aT (1+ ry” 
Simplifying this equation gives 
ORC, = ORC,., (WACC ~ g) ———~ } rece + : 
ask +k +k 


_ ORC (WACC ~ g) 
7 k 


where (1+ &)=(1+r)/(1 + g), and then eliminating k 
(WACC - g)(1 + 8) 
(1+r)-(+g) 


leaves r = WACC. It follows, therefore, that a time t new entrant obtains IRR = 
WACC, regardless of t. 


(1+ g)= 


Bell and Peasnell (1997) 

Although developed independently, the mathematical model of regulatory asset 
valuation and depreciation detailed above has much in common with a model 
proposed by Bell and Peasnell (1997) defining the value of a used asset (of arbi- 
trary age) as a function of (a) the replacement cost of a new asset, (b) the differ- 
ent lives and maintenance cost streams of used and new assets, and (c) the 
opportunity cost of capital. Apart from superficial differences such as those of 
context and formal presentation (e.g., expression in terms of equivalent annual 
cost measures rather than actual cash flows) the two models are analogous. The 
only differences of any substance are that (a) the model above allows for asset 
price changes over time (real or nominal) through its growth factor g, and (b) in 
the regulatory case, there is no need to allow for the disparity in maintenance cost 
streams between new and used assets as the regulators’ tariff formula simply 
reimburses the owner for these regardless of whether they are high because of old 
assets or low because of new ones. To our knowledge (personal communication, 
2002), no like model exists in economics literature on the theoretical market value 
of a used asset (regulated or otherwise) relative to the price of a new replacement 
and the respective (differential) capital costs. This would seem to be an important 
topic for further development in the three related disciplines, finance, accounting 
and economics. 
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MORE PRACTICAL CONSIDERATIONS 


In theory, DORC, = P, is the RAB level at which a new entrant (system bypass) is 
economically viable. More realistically, it is likely that even full ORC underestim- 
ates the level required of RAB to entice a new entrant. Indeed, even at tariff 
levels well above those based on 100 per cent ORC, the real world possibility of 
large scale network bypass is likely to remain negligible. Supposing tariffs were so 
high as to induce a competitor, or user cooperative, to contemplate green-fields 
duplication of such massive infrastructure, what market share would such a new 
entrant be guaranteed when the incumbent could hit back with lower tariffs com- 
mensurate with the relatively very low marginal capital costs attaching to sunk 
assets? At this point the two competing networks would both be sunk, forcing the 
competitors into either sharing the market or a price war based in the extreme on 
short run marginal costing. Neither prospect is likely to appeal to any potential 
new entrant. For very much the same reason, Baumol et al. (1982, pp. 290-1) 
interpreted the incumbent’s sunk costs as effectively a barrier to new entrants: 


Sunk costs to some degree share with entry barriers the ability to impede the estab- 
lishment of new firms ... the incremental cost, as seen by a potential entrant, includes 
the full amount of the sunk costs, which is a bygone to the incumbent. Where the excess 
of prospective revenues over variable costs may prove, in part because of the actions 
of rivals, to be insufficient to cover sunk costs, this can constitute a very substantial 
difference. This risk of losing unrecoverable entry costs, as perceived by a potential 
entrant, can be increased by the threat (or the imagined threat) of retaliatory strategic or 
tactical responses of the incumbent... The additional expected revenue that a potential 
entrant requires as compensation for the excess of its incremental cost and incremental 
risk over those of the incumbent becomes an entry cost as defined here and permits the 
incumbent to earn corresponding profit (rent). 


Consider, for example, a new entrant with the prospect of, say, a 50 per cent 
market share. Thinking in no more than these sumple terms, tariffs would have to be 
based on a RAB (book DORC) of double-ORC or more before any genuine pos- 
sibility of economically driven duplication could occur. Given the manifest risks, 
technological and other barriers to entry, and general political inconceivability of 
any investor, private or government, duplicating already functional and typically 
much less than fully-utilized energy transmission networks, the RAB level truly 
required to prompt such a decision is hard to imagine. In reality it is only in cir- 
cumstances where existing infrastructure assets are at or approaching full usable 
capacity, or grossly below par (e.g., technologically defective or greatly inefficient 
in terms of operating costs) that there is actually any threat of a new entrant. This 
is openly conceded by the ACCC, at least in relation to the main trunks of existing 
networks: ‘While the significant entry and exit costs that characterize electricity 
transmission make large-scale duplication of the existing system unlikely, by-pass 
may be feasible at the edges of the network’ (ACCC, 1999a, p. xi). The practical 
effect of this economic and political reality is that incumbent asset owners, estab- 
lishing their initial RAB, are virtually unrestrained by the risk of competition, 
contrary to the regulators’ economic logic. In practice, initial DORC could be set 
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at double-ORC and there would remain negligible chance of a new entrant and 
large scale system bypass. This must be obvious to asset owners, and is bound to 
encourage pervasive overstatement of asset values (ORCs and thus DORCs). 

The most effective constraint on existing asset owners’ initial DORC valuation, 
apart from any indirect benchmarking by the regulator, is the level to which the 
‘independent’ engineering valuers, hired by asset owners to find this value, are 
ready to stretch. Given the alleged failures of independence of auditors in other, 
innately less subjective asset valuation contexts, the analogous economic incent- 
ives applying to engineering based DORC-valuers in tariff setting, and the scope 
for ‘creative engineering’, should be of serious concern to regulators.” When seen 
in this light, the market discipline purportedly inherent to tariff settings based on 
DORC is more a product of economic sophistry than economic theory. 


BROADER ECONOMIC ARGUMENTS AGAINST REPLACEMENT COST 


The practicalities raised above suggest that DORC, interpreted as the new 
entrant exclusion threshold, is wrong on its own terms. Whereas a shopkeeper 
might be motivated by carrier price rises to buy a delivery vehicle, an oil and gas 
producer is not so readily convinced to duplicate a thousand kilometres of gas 
pipeline. Widening the economic criteria on which replacement cost valuation of 
existing assets is evaluated strengthens this rejoinder. The following economic 
arguments are all relevant and all point to DORC as either having no special 
significance or being flawed and bound to produce undesirable outcomes. These 
arguments are provided not in any order of importance. 


(i) DORC Not Necessary to Ensure Continued Optimal Asset Use 

From the point of view of optimal resource allocation, sunk assets should be 
viewed only in terms of what they have left to contribute, either in use or by sale. 
If they are more valuable for what they can add to future production, they should 
be retained. Otherwise they should be sold for their remaining net realizable 
(scrap) value (NRV). Their cost to replace is of no relevance. The entity has 
already built them and the current cost of doing so again makes no difference to 
the present (sole remaining) decision of how best to utilize them. 

Taking this resource allocation perspective, regulators must ensure that essen- 
tial transmission assets are valued at or above their NRV. If the RAB value of-an 
asset is lower than its NRV, the incumbent asset owner will rationally sell the 
asset (its NRV will exceed the NPV of its contribution to the tariff stream). The 
economic lower bound on RAB is thus NRV (Whittington, 1998a, p. 94; King, 
1997, pp. 5—6; 1998, pp. 1-3). Provided RAB is not less than NRV, existing pro- 
ductive assets will remain in current (presumably optimal) use. Apart from the 


B The valuer J. P. Kenny (commissioned in March 1996 by the Gas Council to audit the AGLGN 
ORC estimates) revealed its own dissatisfaction with what was manageable and conceded that it 
was only the time and other constraints imposed on it that justified its ‘interactive’ (with AGLGN) 
approach to the AGLGN valuation. See Johnstone (1999a) and Energy Markets Reform Forum 
(2000) for general discussion regarding the AGLGN valuation process. ° 
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fact that for specialized infrastructure assets, DORC is generally (much) greater 
than NRV, the economic objective of continued optimal allocation of existing 
assets affords no special significance to RAB = DORC. 


(ii) DORC Harms Downstream Allocative Efficiency 

The marginal capital cost of using an existing asset when that asset has little real- 
izable value is by necessity very low. Moreover, marginal access costs are greatly 
overstated if capital charges are based on DORC or any asset valuation signific- 
antly higher than NRV. This leads to systematic under-use of existing transmission 
assets by energy users. King (1996, p. 293-5; 1998, pp. 3—4) refers to this unfortu- 
nate consequence of RC-based asset valuation as a type of allocative inefficiency. 
In essence, users ready to pay the long run marginal cost of access are priced out 
of the market by tariffs significantly greater than marginal cost: 


The deprival value methodology promoted by the draft electricity access code will set an 
initial base for transmission utility assets that significantly exceeds scrap value. These 
inflated valuations of existing, sunk assets will feed into retail electricity prices, resulting 
in a reduction in allocative efficiency...The valuation rules chosen by the NGMC 
[National Grid Management Council] are likely to be administratively difficult, con- 
tentious and inefficient. (King, 1996, p. 295) 


To the degree that regulated asset valuations feed into uniform prices that exceed 
(congestion adjusted short-run) marginal cost, either directly or further down the 
production chain, then the deviation of price from marginal cost will lead to a reduction 
in trade from the economically efficient level. Such a reduction leads to what economists 
call an ‘allocative inefficiency’ or a ‘dead weight loss’. It represents a decrease in gains 
from trade from the production and consumption of the relevant product(s) compared to 
the best achievable level of gains from trade. (King, 1998, p. 4) 


Closely related arguments on allocative efficiency underpin the rejection of 
replacement cost valuation by Bonbright et al. (1988): 


With a public utility system operating at a scale at which further enhancements in rates 
of output can take place with less than a proportionate increase in operating and capital 
costs (conditions of decreasing unit costs), such rates will exceed the incremental or 
marginal costs of the service. Yet, under the economists’ theory of socially optimum 
pricing, the important relationship between prices and costs is an equality, under long- 
run equilibrium conditions, between prices and marginal costs. Hence, if socially optimal 
resource allocation were to be accepted as the primary objective of ratemaking policy, as 
the replacement-cost advocates insist, what would be required is not a mere transfer from 
an original-cost standard to a replacement-cost standard, but rather a transfer from any 
standard of total cost to a standard of incremental cost ...if we accept provisionally the 
assumption that most public utility enterprises are operating under conditions permitting 
the enjoyment of further economies of scale, and if we also assume that current 
replacement costs of service would be higher than historical costs, the acceptance of a 
replacement-cost principle would seem to be a step in the wrong direction. 


From an obvious practical viewpoint, there is something wrong with a tariff 
base that works against expanded and perhaps even existing use of a sunk gas or 
electricity transmission network currently working at much less than full capacity. 
For a nation to build such long-lived infrastructure at great sacrifice and then not 
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use it to anything like its available capacity for the reason that it would cost a 
lot to replace verges on economic absurdity. The anomalies brought about by 
replacement-cost-based charges for the use of under-utilized sunk infrastructure 
were raised in a submission by the National Farmers’ Federation (2000, p. 6) to 
the Productivity Commission concerning the national rail access regime: 


High fixed charges for rail access may simply mean some areas go out of cultivation for 
bulk crops. It is worth noting that road transport does not have access charges and this is 
the optimal pricing strategy for public network infrastructure in the absence of con- 
gestion. If roads were charged for on the basis of fixed access charges, most regional and 
rural communities would be closed down. Why should other infrastructure be charged for 
in such a detrimental way? 


It might be reasonable to restrict usage of something which has already been 
built if usage of itself meant deterioration, and thus.additional maintenance and 
refurbishment costs, or if additional usage brought quickly forward the time at 
which the network was no longer large enough and required parallel enlargement. 
But in the case of Australian gas pipelines, main trunks are typically at approxim- 
ately half or much less than full capacity and the additional throughput does not 
cause wear and tear or any economic loss.’ Rather, the life of the network, if not 
effectively infinite or limited only by the energy deposits at source, is affected by 
corrosion rather than usage. Regardless of whether assets will require eventual 
replacement or not, each period of under-use represents an irrecoverable oppor- 
tunity to make something of an asset which is already in place and able to be used 
at negligible marginal cost: ‘a gasoline pipeline is available for use both now and 
later and a failure to use it now does not prolong its life later’ (Lim and Dwyer, 
2001, p. 31). 

This way of thinking raises concern over the net benefits to the Australian 
economy of selling off infrastructure assets by attaching an artificial DORC-based 
profit stream to them, locking in tariffs at the high end of economic plausibility, 
and thus mechanically inflating asset sale proceeds. The antithetical philosophy is 
that there exists already a largely unused infrastructure, where extra use causes 
only low marginal cost, and hence an opportunity to build competitive advantage 
and sponsor industry by judicious transmission pricing. The choice between these 
two models reduces to one between money now (the proceeds of privatization) 
and money later (profits from downstream economic activity). Representatives of 
a group of Australian energy dependent companies called the Energy Markets 
Reform Forum have argued before the ACCC that the latter of these possibilities 
is overlooked in the regulators’ push to enshrine DORC: 


In these cases (of natural monopoly infrastructure enjoying increasing returns to scale) 
marginal cost pricing is efficient and should result in losses. But those losses will be offset 
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Regarding gas pipelines, B. Henson (personal communication, 18 August 1999} writes: ‘Wear and 
tear is all but totally insensitive to throughput. There are no moving parts except a few valves, and 
these move in response to variations in flow, not the absolute flow rate ... The pipe lives that have 
been assumed for depreciation are just that—assumptions—as there is little or no experience of 
replacing “natural gas era” pipelines (the last 30 years).’ Henson notes also that no gas trunk built 
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by external benefits and spin-offs. The infrastructure will generate investment, profits, 
employment and wages in downstream industries. (Energy Markets Reform Forum, 1999, 


p. 2) 


It could be argued that access prices that are ‘too low’ equally result in allocative 
inefficiency, by encouraging the establishment and expansion of user businesses 
which cannot remain viable once existing network assets require replacement 
and tariffs are increased to match costs of replacement (i.e., once the new assets 
come onto the RAB at cost). However, in the unique case of existing long life 
infrastructure operating well below capacity, and expected to remain this way 
for many years, this otherwise logical argument is inapplicable. In these circum- 
stances, an economically sensible and more broadly responsible pricing approach 
by regulators would admit the notion that existing infrastructure need not return 
as much to owners as if it had to be built at today’s prices. This does not mean 
that regulators need take the other extreme and price existing infrastructure at 
NRV. Rather there is much to be said for some middle ground solution, allowing 
fairly and pragmatically for the service providers’ historically accumulated inter- 
est commitments and obligations to equity investors. 

There are of course many subtleties ignored by the simple notion that existing 
infrastructure can be operated at relatively negligible marginal cost, including 
capital cost. Newbery (1997, p. 3) explained that low transmission tariffs based on 
heavily written-down asset values might prevent strategically preferable infra- 
structure expansion. His example is that of north sea gas being transported into 
the south of England through existing gas pipelines rather than power being gen- 
erated in Scotland, near the beach-head, and then carried to south-west England 
through a reinforced electricity grid. 


(iti) DORC Provides Existing Asset Owners With a Free Lunch 
Under the regulators’ tariff formula (3) each dollar granted in RAB locks in place 
a future tariff stream with present value (at discount rate r = WACC) of one dol- 
lar. By writing up the value of existing assets to DORC, the asset owner gains the 
amount of that write-up (revaluation) in NPV. This NPV windfall—and accordant 
share price increase—is achieved by a mere book entry with no actual cash outlay. 
Whittington (1994, p. 93, 1998a, p. 93) made this same observation in relation 
to some British gas and water privatizations. It was typical in Britain that the 
amounts paid by the new private owners of these entities were significantly less 
than aggregate asset book values. Whittington warned that tariffs based on book 
values rather than the actual cost (cash spent) asset base would present the new 
asset owners with larze wealth windfalls at the expense of gas and water consumers 
who would be left to pay the inflated RAB-based tariffs: 


To adopt a replacement cost or current cost approach at this late stage would involve 
a very large transfer of wealth from the consumer to the shareholder, which would 
be inconsistent with the requirement that the regulator strike an appropriate balance 
between these interests by allowing a return sufficient to justify the shareholders’ 
investment but not excessive from the perspective of the consumer. (Whittington, 1998a, 
p. 93) 
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The legacy of inflated asset values according to Whittington (1994, p. 93) is that 
regulators will have committed to a tariff stream that over time looks increasingly 
anomalous. 

In Australia, the case of AGLGN (Australian Gas Light Gas Network) differs 

from the British experience only in that the company already owned all existing 
assets. AGLGN has been arguably better treated than the British investors, in 
that it is has been allowed a large upward shift in its asset values above depreci- 
ated cost, and consequently a significantly enhanced tariff stream, all for no 
additional investment. It is difficult in the AGLGN case to value objectively the 
‘free lunch’ allotted to the company by the regulator’s acceptance of DORC. 
When a DORC-based tariff stream is bought by additional investment, as in the 
circumstances described by Whittington and those of the Victorian privatizations, 
the NPV windfall is measured by the difference between the amount paid and the 
deemed RAB (on which subsequent tariffs are based). But when a DORC-based 
tariff stream is simply decreed to an incumbent owner whose existing assets have 
no objective current market value—that is, no value independent of their regu- 
lated book value—there is no theoretical benchmark against which to compare 
the PV of the new tariff stream. 
_ Perhaps the only reasonable comparison is that of the so-called ‘line in the sand 
approach’. This was a notion initially favoured by IPART (e.g., 1998, p. 35, 1999a, 
p. 9), where to get around the problem of the non-existent market value of exist- 
ing assets, the regulator worked backwards taking pre-existing tariff levels as a 
pragmatic starting point. The imputed asset value is then the capitalized value 
of future tariffs, where their existing level is specified and taken as given like a 
‘line in the sand’ (ACCC, 1998a, p. 27; King, 1998, p. 11). Taking this approach, 
the windfall to the existing owner can be gauged by simply comparing the new 
DORC-based tariff stream with the old tariffs as they existed when regulatory 
reforms and ‘access regimes’ were initially introduced. 

In the case of AGLGN, DORC-based tariffs are appreciably greater than their 
pre-existing levels. Since these tariff increases have been achieved without corres- 
ponding investment in new assets, it is reasonable to argue that the advent of 
DORC has presented AGLGN with an NPV windfall. The amount of this wind- 
fall is obscured by doubts over the legitimacy of pre-existing tariff levels (ORG, 
1998b, p. 59; IPART, 2000, pp. 80-1). For example, one point of view put by 
AGLGN is that these were ‘artificially’ low and therefore not commercially sus- 
tainable. The stiffest possible response to this, as noted by Lim and Dwyer (2001, 
p. 25), is that because AGLGN assets were already sunk, any tariff level exceed- 
ing one based on scrap value is ‘sustainable’ in a strict economic sense: 


A ruthless application of economic logic might suggest that as the assets are sunk assets 
with no alternative use except as scrap, the initial capital base should be close to zero. 
There is no opportunity cost where capital has been sunk. No regulated revenue stream 
has to be awarded to induce investment to create what already exists or to keep in place 
what has no alternative use. 


From this perspective, AGLGN was really in no position to argue. Quite to 
the contrary, the regulator might have chosen to enact a distinction in principle 
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between sunk assets and those not yet built. Sunk assets could have been valued 
at DAC or even lower, even at NRV (scrap), without prompting any misalloca- 
tion of resources. Even at RAB approaching NRV, AGLGN would have no eco- 
nomic choice but to use existing assets in their existing (presumably optimal) way. 
When seen this way, the regulator’s decision to treat existing and new assets alike 
appears unnecessarily generous. By opting essentially arbitrarily to base tariffs for 
existing assets on DORC, regulators have guaranteed the profitability of asset 
owners and gambled that infrastructure users and downstream energy consumers 
will cope without politically manifest damage to their profitability and economic 
expansion. 


(iv) DORC Not Necessary to Promote New Investment 
The underlying economic rationale of tariff equation (3) is that asset owners earn 
a ‘market’ rate of return on their investments. This is achieved equally whether 
new investments are brought onto the regulatory balance sheet at DORC or DAC; 
or more precisely at ORC or AC, since for new assets there is no accumulated 
depreciation. Moreover, for a new asset RC = AC by definition, and assuming the 
investment is ‘optimized’, ORC = OAC = AC (ACCC, 1998b, p. 31). Provided that 
subsequent asset revaluations are precluded under either an ORC or AC approach, 
it makes no difference practically whether the amount spent on new assets, and 
added to the regulatory balance sheet, is called RC or AC (ORC or OAC). Either 
way, the PV of the ensuing tariff stream is equal to the cash amount invested and 
hence the NPV (at r= WACC) is zero, as expected of an efficient capital market. 
For there to be any difference between DORC and DAC (DOAC) in regard 
to new assets, regulators must envisage that DORC and DAC asset values (and 
thus periodic tariff flows) will not remain the same over time despite their initial 
equivalence. This could be for two reasons. The first is that DORC and DAC 
depreciation patterns may be different. Of itself, however, a difference in the 
time allocation of a given depreciation sum makes no difference to the NPV of 
the tariff stream (see above) and hence does not explain why DORC rather than 
DAC is technically necessary to secure new investment. A better explanation is 
that regulators foresee subsequent asset revaluations (book value increases with- 
out new investment) under one approach but not the other. 


The Treatment of DORC Revaluations. 
In its Draft Statement of Principles, the ACCC clearly acknowledged its anticipa- 
tion of periodic DORC revaluations: 


It is conceptually possible to consider a notional DORC revaluation of the regulatory 
asset base on an annual basis as the main basis for assessing how the RAB should move 
over time and what allowance should be made for depreciation within the cost of service 
calculations. (ACCC, 1999a, p. 48) 


The NEC [National Electricity Code] does not preclude the regulator from periodically 


revaluing the regulatory asset base according to a valuation methodology such as DORC. 
(ACCC, 1999a, p. 49) 
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Other ACCC statements similarly supportive of DORC revaluations are not hard 
to find. For example: 


The maintenance of revenue streams over time at a level that is consistent with a DORC 
_ asset valuation will minimize the likelihood of significant shocks to tariffs as the replace- 

ment of assets becomes necessary. As the existing assets will dominate the capital base 

and therefore tariffs for a number of years, this objective of maintaining comparability 

of tariffs from one generation of assets to another can only be achieved if the existing 
. assets are re-valued over time at or close to DORC. (ACCC, 1999b, p. 1) 


The ‘no free lunches’ principle precludes asset revaluations—that is, real 
increases in RAB by mere book entry—unless these are treated as income, using 
the extension (5) of the usual tariff equation explained above. Thus far in Aus- 
tralia, regulators have given no clear decision on how they will treat revaluations. 
It should be noted, however, that if they apply the new-entrant-exclusion logic 
(dynamic DORC) model reconstructed above, then revaluations will be treated 
correctly as income. This is implicit in equation (8) which effectively reduces the 
period depreciation expense (cash reimbursement) to owners by the amount of an 
asset revaluation (increase in DORC,) attributable to growth in the replacement 
cost of new assets, ORC,. It can be seen from (8) that the change in asset value 
over the period, for which owners are compensated in cash, includes (a) the effect 
of assets being one period older | 


WACC : 
ORC 4 : 11 
a + pace l Cy 


less (b) a revaluation recognizing the increase in ORC, over the period and con- 
sequent upward effect on DORC, 
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Service providers are therefore reimbursed in cash for the depreciation of assets 
caused by age (11) by way of a cash amount (8) plus a capital gain (12). In effect, 
the capital gain is taken as income, thus reducing the period tariff (cash) paid to 
asset owners, the more so the greater g. Note, for example, the initially small tar- 
iffs when g = 0.05. In these early periods, the new entrant asset value DORC, = P, 
is growing, and thus the incumbent earns period returns that are partly capital 
gain (increase in DORC,) and correspondingly less cash (i.e., less tariff income). 
Eventually, of course, these ‘capital gains’ accrue to the incumbent in the form of 
cash when finally the asset value falls to zero and all capitalized wealth (asset 
value) is paid out. 

Ignoring this logic—on which asset revaluations offer owners a re-scheduling of 
tariff receipts but no NPV windfall—regulators may argue that if service providers 
are to lose stranded (all non-optimal) assets off their regulatory asset bases with- 
out compensation, then they should equally be rewarded when the replacement 


g 2 | 
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costs of their optimized assets increase.’ On this model, asset owners face an 
unpredictable tariff stream. Indeed, investors unready to take on the risk of asset 
redundancies and subsequent NPV write-offs as a result of technological advances 
(or general reductions in replacement costs) will prefer DAC over DORC (King, 
1997, pp. 16-17; 2001b, pp. 7-8). 

King (1997, pp. 15—17) and Small (2000, pp. 1-2) note the unpredictability (vol- 
atility) of tariffs as a deficiency of DORC in regard to encouraging new invest- 
ment. Added volatility increases the value of the ‘option to wait’ (McDonald and 
Siegal, 1986) and thus, all else equal, slows the rate of new investment: 


[Variations in the cest of replacement over time will feed into the permitted earnings 
of a regulated firm ... the volatility effect of replacement cost valuations will gener- 
ally delay investment in new assets... The value of the option to delay investment is 
increasing in the volatility of earnings, with the result that in any given time period the 
firm is less likely to invest, ceteris paribus. (Small, 2000, p. 2) 


The intuition underlying this options argument is as follows. Once an appar- 
ently acceptable investment has been identified, the firm must decide whether to 
invest immediately or wait. The cost of waiting is the immediate net cash inflows 
foregone,”* but the benefit is the extra information arising while waiting and thus 
a better based (more likely correct) decision. In theory, investment should occur 
only when the expected benefits from waiting are exceeded by the expected cash 
flows foregone (both measured in PV terms). The greater the volatility of earn- 
ings, the greater the expected (average) benefits from waiting, and thus the slower 
the rate of investment. From this perspective, asset owners should be wary of 
DORC. It adds to the risk of their investments and causes them to forego cash 
(returns on capital) while waiting for successful investments to reveal themselves 
as sufficiently certain. 

More realistically, perhaps, the attraction to service providers of DORC is that 
once an investment is made (any waiting is over), revaluations are more likely 
than write-offs, and will presumably be allowed by regulators as NPV windfalls 
rather than regarded as income. For most energy infrastructure assets, the threat 
of technological redundancy (falling ORC) is negligible, and the economic rents 
from investment are limited only by the service provider’s ability to convince regu- 
lators of the need for DORC revaluations. This is consistent with the allegation 
common among asset users and acknowledged by regulators that infrastructure 


5 Like revaluations, the regulatory treatment of stranded assets is not certain. ORG (1999, p. 19) 
noted that much of the risk of asset stranding is not within owners’ control, and rather than making 
the regulated entity bear such ‘market risks’, asset strandings should be pre-empted with discre- 
tionary depreciation write-downs returning asset value to the owner before it disappears. If com- 
bined with the possibility of revaluations not treated as income, this ORG philosophy would mean 
that DORC is in fact ‘DORC with an option on DAC’, or put another way, ‘DORC, or your 
money back’, and thus presents the best of all worlds to asset owners. 


16 More precisely, the cost of waiting is the dollar return on capital foregone. This is the only oppor- 
tunity cost of not investing immediately. The return of capital component is not an opportunity 
cost as it merely reimburses the owner for the period depreciation (loss of asset value) that occurs 
after an investment is made. 
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owners prefer DORC (rather than DAC) for the very reason that it allows them 
to take advantage of information asymmetries: 


[E]xperience has shown the network service provider’s preference for the use of DORC 
valuation, in that the method produces the highest feasible asset values, and creates a 
significant information asymmetry in favour of the network owner. As information 
asymmetry is one of the biggest problems for the regulator (and interested parties) this 
cedes a significant advantage to the network owner, which it hopes can be translated into 
rents. (Energy Markets Reform Forum, 2000, pp. 24-5) 


In its final determination on access arrangements for AGLGN, IPART (2000, p. 7) 
noted the consistent concerns of asset users over the non-disclosure by AGLGN 
of desired information. For reasons such as the scale and technical complexities of 
their networks, and their privileged access to proprietary data, asset owners much 
more understand the replacement costs and non-optimalities of their assets than 
either users or regulators, and are therefore in a strong position to exploit the 
subjectivity and potential for periodic asset revaluation inherent in DORC (King, 
1997, p. 16). Asset users have complained that the financial incentives regarding 
regulatory reviews are biased in favour of infrastructure owners who have vastly 
more to gain than any individual user has to lose, and who are reimbursed for 
their expenditures on review negotiations as part of the tariff formula: 


Any review process, extending over 18 months, necessarily involves the commitment of 
substantial resources, both financial and human, by the regulator, the access applicant and 
other stakeholders, especially customers. Apart from the legal, economic and financial 
complexities of [access applications], users are particularly disadvantaged by a lack of 
resources to enable effective participation in extended reviews of such nature. The access 
arrangement applicant has obvious financial incentives to seek favourable outcomes. In 
any case, the costs incurred are paid for by users of the network, as the regulator allocates 
such costs to the regulated revenues. In the AGLGWN case, its access arrangement 
information indicates costs for ‘regulatory relationships’ of $1 million. (Energy Markets 
Reform Forum, 2000, p. 11) 


These disparities tip the outcomes of regulatory disputes in favour of owners 
(including governments intent on further infrastructure privatizations) against 
users and regulators alike.” Given that owners have these inherent advantages, it 
is perhaps little wonder that they generally prefer DORC over the more familiar 
but much less pliable DAC. This is, of course, hardly the kind of advantage that 
regulators, who have statutory obligations to energy users and downstream con- 
sumers, are wont to encourage. 


Treatment of Easements 
Easements are the legal rights under which infrastructure owners are permitted to . 
build their networks across land owned by other parties. The DORC doctrine, 
advocated and adhered to most religiously by the ACCC and ORG, treats exist- 
ing easements and other non-system assets (e.g. buildings) like any other asset. 


1 Davis (1999a, p. 16, gi observed that the 'ORG/ACCC negotiations over WACC have been 
similarly lopsided i in asset owners’ favour. 
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Again this 1s for reasons of economic principle, namely the principle of ensuring 
that the RAB equates to whatever total costs a new entrant would currently incur 
to replicate the existing network: ‘The normal DORC methodology would assign 
values to such assets reflective of their market value ...‘The advantage of this 
approach is that the valuation remains comparable to costs faced by a potential 
entrant’ (ACCC, 1999a, pp. 45-6). 

Easements present the reductio ad absurdum of DORC. For the most part, they 
have been obtained historically by existing asset owners, with the authority of 
government legislation, at zero or low cost. And yet having acquired these ‘access 
corridors’ for generally little or no outlay, asset owners are now to be paid a 
return on their current ‘market values’ (however determined)" as if they were 
purchased today at today’s prices. The DORC valuation of easements, more than 
any other asset, shows up the readiness of regulators to allow asset owners returns 
on investments that were never made. By insisting on the theoretical necessity for 
DORC, regulators find themselves bound to provide asset owners a conspicuous 
‘free lunch’. Moreover, this is not only a free lunch but also a long lunch, since the 
ACCC (1999a, p. 45} maintains that easements do not depreciate like other assets 
and hence will remain on the regulatory balance sheet in perpetuity. 

Clearly less committed ideologically to DORC than the ACCC and ORG, 
IPART (e.g., 1999, pp. 51-2; 2000, p. 91) in New South Wales has decided that 
unlike, other assets, DORC does not apply to easements.” Its determination is to 
include easements in RAB at their actual costs, often zero. The rationale pro- 
vided for this decision is revealing. Rather than conceding that there is any gen- 
eral absurdity about DORC-based tariffs for existing assets, IPART distinguished 
easements from other assets on the basis that they will never be replaced and 
hence will never present asset owners with any additional cost: ‘For the incum- 
bent, existing easements formerly acquired will not need to be replaced. Hence, 
such costs will not form part of the forward looking costs of maintaining and 
replacing existing capacity’ (PART, 1999d, Vol. 1, p. 60). 

The first problem with this renouncement is that much of the physical infra- 
structure asset base is virtually permanent, requiring only maintenance rather 
than replacement, and should for consistency be valued the same way, or at least in 
equal recognition of its negligible (in PV terms) future cost of replacement. And 
second, the supposed economic rationale for DORC is not about ‘the forward 


18 Small (2000, pp. 7~8) observes that market valuation of easements is an intractable problem for 
reasons such as the uncertain connection between the value of land (ownership) and the value of 
a limited right to use land conferred by an easement. Moreover, there is a logical circularity 
between the value (presence) of the easement and the value of surrounding land. For example, 
easements associated with Sydney Airport are over land made much more valuable by the pres- 
ence of the airport (and its related easements). 


8 Of all the Australian regulators, IPART has produced the most balanced and well reasoned dis- 
cussions on DORC, and is clearly aware of DORC’s theoretical and practical deficiencies. Perhaps 
to signal empathy with those critical of its implementation of DORC, especially in regard to 
AGLGN and its large sunk asset base, IPART (1998, p. 35) pledged explicitly that it retained no 
necessary commitment to DORC as the regulatory asset base. 
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looking costs of maintaining and replacing existing capacity’. Maintenance ex- 
penses will be returned through the tariff formula, and capital expenditures are 
financed by capital markets which exist for this very reason. This latter point has 
been emphasized by King (1997, p. 6, 2000b) and Whittington (1998a, p. 96) in 
response to suggestions that infrastructure asset valuation should provide for 
physical capital maintenance in some sense. It is likewise accepted and restated by 
IPART (1999d, Vol. 1, p. 96), adding to the impression of the regulator clutching 
at straws, in its reference to easements causing no future capital replacement cost 
as the basis for their not being included. at DORC: 

In another of its determinations IPART again included easements at actual 
cost, albeit with a different purported rationale: “To include a market value for 
easements in- the initial asset base would be of no economic benefit... The 
restrictive nature of easements (i.e., being an easement for electricity distribution 
lines only) may mean that they have no value to any other entity’ (1999, p. 52). 
This alternative explanation is similarly ad hoc and unrelated to the DORC- 
inclined theoretical framework meant to underlie regulatory asset valuation. The 
fact that easements have little or no realizable value does not mean that they have 
low replacement cost. Rather, their replacement cost would seem to be one of the 
largest deterrents facing any new entrant attempting system bypass. 

It would seem that by advocating DORC on grounds of general economic prin- 
ciple, regulators find themselves painted into a corner when it comes to valuing 
easements. The supposed theoretical basis for DORC is that it captures the cost 
of a new entrant or system replication. If this oft repeated argument is to be taken 
seriously, it cannot be opportunistically set aside for certain assets where its con- 
sequences are most obviously open to ridicule. Moreover, if the truly apt eco- 
nomic principle is to set capital costs at the highest level short of those achievable 
by a new entrant, then DORC must necessarily include the price that a new 
entrant would pay for all necessary easements. This is clearly acknowledged by 
the Queensland Competition Authority (2001, p. 142): 


A new entrant is typically defined as a business installing a new gas reticulation network 
in an existing area where there is no existing network owned by the new entrant. In this 
situation there are no existing easements, pipelines, network layouts and so on. Costs 
incurred would therefore include all project management, design, easement, construction 
and restoration costs. 


Qualifying these remarks, the QCA (2001, p. 151) restated the IPART observa- 
tion that easements would never need replacement, and conceded that inclusion 
of easements in the RAB on some current replacement cost basis would increase 
tariffs significantly. The Authority’s decision upon such contradictory indications 
was to expressly defer any pronouncement on easement valuation, averting the 
issue with the observation that ‘[t]he appropriate valuation method for ease- 
ments.is currently the subject of much discussion Australia-wide, especially in 
electricity’. That regulators insist on one hand that they have developed an 
appropriate and coherent economic logic for regulatory asset valuation—namely 
DORC—while at the same time expressly awaiting discovery of the particular 
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single all-appropriate valuation rule for easements, is of itself indicative of the gen- 
eral intellectual pretence and fragility of their pronouncements on asset valuation. 

The ACCC, defeated by the competing (mutually exclusive) objectives of 
adhering rigorously to their own professed DORC new-entrant-exclusion doc- 
trine while at the same time avoiding politically unforgivable ‘tariff shock’, came 
to similarly vacillatory determinations on easements. The essence of the ACCC 
proposal on DORC is that easements be carried in RAB at actual cost modified 
in some nondescript way over time ‘in line with? DORC: 


Given the strong link with real estate values there is a likelihood that the value of 
easements will escalate continuously over time ... The question is how to introduce such 
assets into the regulatory framework in a consistent way. One consistent approach would 
require: [t]he contribution to the RAB be based on the actual cost to the TNSP [service 
provider] of obtaining the easement rights updated periodically in line with what would 
be the DORC based valuation of easements. (ACCC, 1999a, p. 45) 


Apart from being virtually incomprehensible, this proposed valuation rule is 
revealing for its unexplained rejection of DORC and recourse to actual cost. The 
problem not acknowledged is that inclusion of easements at DORC would typic- 
ally, particularly if easement values are equated with neighbouring land values, 
lead to a 50 per cent or greater increase in RAB, and thus in transmission tariffs 
(Weickhardt, 1999, pp. 2-3). IPART (personal communication, 2001) has found 
cases in its jurisdiction where the RAB would approximately double with ease- 
ments included at estimated (grossly subjective) replacement cost. In one case of 
a potential 70 per cent increase in RAB (and consequent tariff increase of 25-30 
per cent), its openly stated view is that such material tariff shock is ‘unacceptable’ 
(IPART, 1999d, Vol. 1, p. 60). 

That the ACCC holds rigidly to DORC as a point of economic principle, yet does 
not implement it for all assets when the resulting tariffs are ‘too high’, invites 
intellectual scepticism. It is difficult to avoid the inference that the entire DORC 
opus owes its existence to the broad (albeit not fail-proof) political acceptability of 
its answers, rather than to the veracity of its theory. Another telling aspect of the 
ACCC’s confusion in regard to easements ts the suggestion that revaluations taking 
place over time in easement book values should be treated as income in the way 
described by the modified tariff formula (5) above (derived on the basis of NPV 
= 0). More astonishingly, it is suggested that this is true of other assets as well: 


To the extent that easement valuations are judged to vary over time, the variations in 
value should be reflected in depreciation allowances linked with the asset in precisely 
the same way as other assets. If the easement appreciates in value over time then the 
allocated depreciation would be negative in nominal terms and serve to offset the higher 
capital returns associated with an appreciating asset. (ACCC, 1999a, p. 46) 


The proposition here is that all asset revaluations be regarded as income; that 
is, subtracted from the cash tariffs received by the service provider in the period 
of the revaluation. This would make sense if the ACCC decided to invoke the ‘no 
free lunches’ principle, as would be consistent with its new-entrant-exclusion 
logic. However, no such intention is evident in other ACCC statements on asset 
revaluations. The appearance of such a glaring inconsistency is indicative of the 
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contortions forced on the ACCC by its willing but not ready application of 
DORC to easements. 


CONCLUSION 


Provided that infrastructure assets are valued at NRY or higher, they will remain 
in use and not be scrapped. And provided the regulatory asset base is no higher 
than DORC, defined correctly as the new-entrant-exclusion limit, there is no the- 
oretical (let alone realistic) chance of needless system duplication. Within these 
conceptual limits, NRV < RAB < DORC, the regulatory asset base is open to 
negotiation and political influence. In Australia, regulators have settled on the 
‘upper end of the ‘realizable value to bypass value’ (NRV to DORC) feasible 
range, opting for DORC and effectively underwriting the financial performance 
of asset owners (new and existing) including governments. 

Abstractions invoked by regulators to support this position verge on the surreal. In 
particular, downstream industry and other consumers are told that tariffs must be 
so high because assets that will be maintained and possibly extended but never 
replaced would cost a great deal to replace. If this economic wisdom is not appre- 
ciated, then another rationalization favoured by regulators is that access charges 
for sunk assets, operating well below full capacity and at very low incremental 
costs, will have to be increased when eventually existing assets are replaced, and 
‘hence should be set high now so as not to increase later. Asset users maintain that 
in their reality, preference would be for somewhat lower tariffs now, on which to 
build businesses that can afford higher tariffs (‘tariff shock’) when they are much 
later (never) necessary.” | 

The theoretical and practical absurdity of the above propositions is apparent to 
those without contrary economic or political interests, but has caused regulators 
little embarrassment. Their only notable discomfort has arisen unexpectedly in 
applying DORC to non-system assets, particularly easements, which were to 
begin with largely overlooked (probably because they were mostly. not included in 
their owners’ pre-existing historical cost financial statements). No potential new 
entrant in energy transmission can exist without easements, but when DORC is 
applied to these, in strict accord with the regulators’ new-entrant-exclusion logic, 
the balance sheets of the service providers become more akin to those of property 
developers. In some cases the DORC of easements exceeds that of system assets. 
This is all the more anomalous for the fact that easements were generally 


* ‘The proposition “pay more now so you are familiar with paying more later” has little appeal with 


end users. To start with, they are not sure they will be in business in the future, so they may not 
be around to see the price shock ... The other point is that natural gas pipelines have never been 
replaced in Australia. Natural gas has been around for 30 years and unlike the old towns gas, 
is non-corrosive. Modern cathodic protection has all but elimmated corrosion, as has the use of 
plastic pipe for low pressure service. Wholesale replacement will not happen—gradual replace- 
ment over decades mostly to upgrade capacity or replace old towns gas pipes means that the asset 
base will never reach zero followed by a price shock. The U.S. experience bears this out. There 
utilities build rate base mostly through expansion or extensions to offset depreciation.’ (B. Henson, 
personal communication, 13 October 1999) 
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acquired by the service providers at zero or low cost under statutory powers. If 
included at DORC, easements would become a singularly rich source of economic 
rents to their owners, in perpetuity. 

Of greater potential concern to regulators wedded to DORC 1s a corrected 
account of their own economic logic, implicit in work by Agility Management 
(2000) and King (2001a) and reformulated by way of equations (6)—(10) above. 
These equations describe a dynamic theory of regulatory asset valuation and 
depreciation based on replacement cost. The basis of this theory is the principle— 
widely advocated by Australian regulators—that the regulatory asset base RAB, 
should be set and held at all times ¢ (i.e., continually re-set) at the uppermost level 
short of that admitting asset duplication. Logically, this upper limit on RAB, is a 
function of the replacement cost of all new assets, ORC, Its value, DORC,, is 
defined for all times ¢ and therefore, unlike current regulatory practice, requires 
no exogenous depreciation scheme. To date, regulators have depreciated ORC 
using the ‘real linear’ (straight line) algorithm, which has the appealing corollary 
that tariffs are fairly constant in real terms. However, apart from this incidental 
attraction, real linear depreciation is essentially arbitrary (diminishing balance or 
other patterns could equally apply) and thus without theoretical justification. 

The new-entrant-exclusion logic underpinning DORC, (dynamic DORC) 
embodies the free market ethos advocated by Australian regulators, particularly 
the ACCC. Its practical consequences, however, in terms of the initial RAB value 
(and subsequent tariff levels) applicable to sunk assets are generally much less 
agreeable. In particular, sunk assets with long remaining lives typically have an 
initial DORC near 100 per cent ORC. As a consequence, service providers with 
dated but very long-lived assets will earn practically the same tariffs as if their 
infrastructure was entirely new and built at today’s prices. Such lastingly high 
DORC values are prone to be well outside the bounds of political sustainability. 
They will be perceived on superficial analysis as making no allowance for the fact 
that assets are ‘used’ rather than brand new, much like a back street car rental 
firm with ten-year-old vehicles asking for the same tariffs as Hertz and Avis. 

Thus far, regulators employing replacement cost asset valuation have avoided 
this ‘anomaly’ by essentially arbitrary or at least highly subjective write-offs in 
their settings of the initial DORC (e.g., DORC,=65% ORC,). The regulators 
own economic logic, reconstructed in this article, precludes such subjective and 
possibly political inspired starting points, and produces its own initial DORC 
figures characteristically not much less than ORC (1.e., DORC,=ORC,). Notwith- 
standing their logical coherence (internal consistency) and thus theoretical 
appeal, such high initial DORC figures will alter political perceptions of the 
benefits of replacement-cost-based regulatory asset valuation, and severely test 
Australian regulators’ ideological commitment to DORC. 
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‘Shopping Around’ for Accounting 
Practices: The Financial Statement 
Presentation of French Groups 


This article illustrates the progressive move away from traditional 
accounting practices through a study of the presentation of financial 
statements. Based on a sample of one hundred large French industrial 
and commercial groups over a ten-year period, and applying a logistic 
regression method, our survey confirms a trend among French compan- 
ies, which are increasingly turning their backs on traditional national 
practices as regards the balance sheet format, the income statement for- 
mat, the voluntary disclosure of a statement of changes in shareholders’ 
equity and the cash flow statement format. This move towards ‘alternat- 
ive’ practices is made possible by the flexibility of French regulation, and 
can probably be explained by the desire of French firms to attract more 
investment on international capital markets. However, this trend shows 
no signs of a clear orientation towards any particular accounting model 
(IAS, U.S. or U.K.). The behaviour of the French firms observed in our 
study can be considered as a kind of ‘shopping around’ for accounting 
practices. 


Key words: Financial statements; Harmonization; [ASB; Standardization. 


The last twenty years have seen rapid development in the international financial 
markets. An increasing number of companies have sought listing abroad in order 
to raise capital. Transnational mergers and acquisitions are becoming more fre- 
quent and larger in scale. Institutional investors are more powerful and seek 
transparency in information disclosure by listed companies. 

The direct impact of these developments on accounting is that increasingly, the 
products of accounting in one country are used in various other countries (Nobes 
and Parker, 2002, p. 73) and this is why the pressure for international accounting 
harmonization is constantly increasing. However, not every country plays an 
equal role in this harmonization process. Individuals and agencies in the U.S. 
and U.K. have long exerted influence over the practices of companies in many 
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countries. Additionally, the importance of the International Accounting Stand- 
ards Committee (LASC, now IASB) has grown over the past ten years. 

In this context, it is logical to expect that large Asian and Continental European 
companies would increasingly adopt certain accounting practices of international 
(LASC) or Anglo-American origin, in order to compete with their American and 
British counterparts on international capital markets. 

This study examines one aspect of accounting methods—the financial statement 
presentation. Using large French industrial and commercial groups as examples, 
we try to determine whether there have been any changes in their financial state- 
ment presentation over ten years (1989-98). We develop a model that can be used 
to show that large French groups ‘shop around’ for what we call ‘alternative’ prac- 
tices (i.e., alternative to the French tradition). 


LITERATURE REVIEW 


International Accounting Differences 

One major task of international accounting research is to understand and classify 
the differences between accounting systems in various countries. Various research 
efforts identify a dichotomy in accounting systems around the world: the Anglo- 
American model versus the Continental European model. In their research, 
Salter and Doupnik (1992) conclude that this dichotomy in accounting systems 
is consistent with the Common law/Romano-Germanic dichotomy in legal sys- 
tems. In the literature, France is generally depicted as a key representative of 
the Continental accounting model. More recently, Ball et al. (2000) show that 
common-law accounting income exhibits different characteristics from code-law 
accounting income. , 

Major differences exist between these two accounting models, both in account- 
ing valuation and presentation methods. Most researchers examining international 
accounting harmonization are interested in accounting valuation methods. Van 
der Tas (1988) analyses the accounting treatments for deferred tax, investment 
tax credit, and land and buildings valuation. Brunovs and Kirsch (1991) compare 
goodwill recognition, measurement, amortization, reassessment and disclosure 
among six English-speaking countries. Pope and Rees (1992) examine the information 
content of accounting earnings measures. Using the case study approach, Walton 
(1992) considers accounting measurement differences between France and Britain, 
with particular reference to long-term contracts. Norton (1995) undertakes a com- 
parative analysis of the level of conservatism in U.S. and Australian accounting 
practice. Barth and Clinch (1996) investigate goodwill, asset revaluations, income 
taxes, pensions, interest capitalization, foreign currency and extractive industries 
accounting. By developing a statistical model of international accounting harmon- 
ization, Archer et al. (1996) compare deferred taxation and goodwill practices in 
eight European countries, while an article by Street and Bryant (2000) examines 
the extent to which the disclosure requirements of the IASC have been complied 
with or have been exceeded by companies claiming to use International Account- 
ing Standards. 
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However, to the best of our knowledge, none of these works analyses the pre- 
sentation of financial statements. Hence our consideration of the principal components 
of financial statement presentation and the main divergences between countries. 


International Accounting Harmonization 
The introduction explains that harmonizing national accounting systems has 
become a necessity. Among other indicators, a survey by Choi and Levich (1991) 
of institutional investors, corporate issuers, investment underwriters and market 
regulators in Germany, Japan, Switzerland, the U.K. and the U.S. concluded that 
the comparability of financial statements is important to investors. 

Recently international accounting harmonization has achieved prominence by 
two major events: 


1. The decision in May 2000 by the International Organization of Securities Com- 
missions (IOSCO) to endorse the International Accounting Standards (IASs), 
while still allowing individual regulators to require certain supplementary treat- 
ments (Enevoldsen, 2000). 

2. The communication issued by the European Commission (13 June 2000) of a 
proposal requiring all listed EU companies to prepare their consolidated finan- 
cial statements in accordance with International Accounting Standards from 
2005 onwards at the latest. This communication was followed by a proposal for 
a regulation in February 2001 that would include the same requirement. To 
attain its objective, the EU will form an Accounting Regulatory Committee 
that will decide whether to endorse IAS on the basis of Commission proposals 
and has founded a European Financial Reporting Advisory Group (EFRAG) 
to provide technical expertize on the subject. Furthermore, the existing 
Accounting Directives are to be modernized in the course of 2001-02 (EU, 
2000, 2001). 


Predominance of the Anglo-American Accounting Model 

Several authors posit the influence of the U.S., the U.K. and/or the LASC. For 
example, Ball et al. (2000) argue that ‘the properties of accounting information 
prepared under common-law accounting standards are of particular contempor- 
ary interest because the ...IASC recently completed a set of “international” 
accounting standards widely viewed as reflecting a largely common-law approach 
of transparent, timely disclosure’. Nobes (1998) also affirms that a high degree of 
correlation exists between equity-outsider financing systems and common-law 
countries, and between credit-insider systems and codified law. 

According to Walton (1996, p. 113), international accounting practice in large 
enterprises will certainly follow Anglo-American experiences, because these 
enterprises need accounting methods suitable for satisfying their financial mar- 
kets. Bernheim (2000) shares this view. He states that neither the U.S. nor the 
U.K. requires an internationally harmonized accounting reference, since their 
enterprises have no need to be listed on foreign markets given that their own 
domestic markets are the most active in the world. Conversely, an internationally 
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harmonized accounting reference is necessary for Continental European and 
Asian countries. The above-mentioned measures taken by the EU clearly follow 
this reasoning. 

However, the very idea of Anglo-Saxon or Anglo-American accounting is 
debated nowadays, for example in Alexander and Archer (2000). The Anglo- 
American model is not uniform; there are several differences in the financial 
statement presentation rules if we compare, for instance, international, U.S. and 
U.K. standards. 


RESEARCH METHOD 


Research Hypothesis 

In France, with the increase in cross-border listing and the growing number of 
Anglo-American institutional investors on the Bourse de Patis, we expect to find 
a certain trend towards ‘internationalization’ in the firiancial statement presenta- 
tion of large groups. In the first eight months of- 1999, foreign investment in 
French stocks and bonds totalled $71.7 billion, more than i in all of 1998. Among 
the top forty companies on the Paris stock exchange, an average stake of 35 per 
cent is now held by American and British institutional investors and pension 
funds (Tagliabue, 2000). 

Because of the lack of uniformity within the Anglo-American accounting 
model, it is tempting for large French groups to adopt the standard which seems 
the most appropriate, depending on which aspect of presentation is concerned. 
Hence, the general hypothesis of: large French groups are increasingly likely to 
move away from traditional French practices in their financial statement presenta- 
tion, and likely to ‘shop around’ to select alternative practices originating from 
international, U.S. or U.K. standards. This general hypothesis is divided into nine 
hypotheses, each of which will be examined in the next section. 

Of interest are the changes in financial statement presentation by French 
groups over a recent ten-year period, concentrating mainly on their consolidated 
financial statements. Because no distinction is made between financial reporting 
and fiscal reporting in France, individual French companies’ financial statements 
are largely influenced by taxation considerations. Conversely, because the tax fac- 
tor is non-existent in consolidated financial statements (no income tax is paid on 
the basis of the consolidated income), French standard-setting bodies allow more 
flexibility in presentation and valuation for group accounts. Consequently, French 
groups are entitled to choose alternative practices for their consolidation, and 
these alternatives may be similar to international, U.S., U.K. or even Nordic prac- 
tices. Furthermore, as Tay and Parker noted (1990), if harmonization activities 
are the result of concern about the comparability of accounts produced by com- 
panies from different countries, then studies should focus on actual reporting 
practices rather than on regulations, that is, on de facto rather than de jure harmon- 
ization, a view shared by van der Tas (1992). 

Our research is based on the ‘Methodology for consolidated accounts’ (Anon., 1986), 
the common standard during the surveyed period. However, the new regulation 
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(Anon., 1999a), which is applicable to financial statements published from 2000, 
will also be discussed, in order to show the development in French regulation. 


Sample and Data 

The sample of large French groups used in this study, and the related data, were 
obtained from a survey carried out annually since 1986 by a group of leading 
French accounting firms (Anon., since 1986). This survey compiles financial infor- 
mation published in annual reports by the hundred largest French industrial and 
commercial groups. The period surveyed is 1989-98, the required data being un- 
available before 1989. 

The sample was selected mainly by following the criterion of consolidated sales 
from the list published by the French business press. Some adjustments have been 
made, to include groups with high value added and exclude state-owned enter- 
prises and non-listed companies. Only industrial, commercial and service sectors 
are included in the survey; banks and insurance companies were rejected. 

The composition of the sample remains relatively stable from year to year. 
However, each year requires certain modifications because of changes in perform- 
ance, mergers and acquisitions, and privatization operations (see Appendix for a 
list of the companies included in the 1999 sample, based on 1998 annual reports). 


Statistical Design 
The statistical analysis, using a logistic regression method, will be presented in 
more detail along with the results. 


HYPOTHESES 


In order to confirm (or refute) the general hypothesis, it was divided it into nine 
hypotheses related to (a) the presentation order of financial statements, (b) the 
content of financial statements, (c) the number of accounting years presented, 
(d) the balance sheet and (e) income statement presentations. 


Presentation Order of Financial Statements 

Because of historical differences in the utility of accounting information, each 
country attributes varying degrees of importance to each particular financial state- 
ment. Between the Continental and Anglo-American accounting systems there is 
a substantially different understanding of the accounting function. 

The Continental view is that the basic function of accounting is to provide evid- 
ence that a firm has complied with judicial requirements, and satisfied the various 
demands of tax authorities, macro-administration bodies, investors, creditors, 
employees, etc. The European Union takes this view, and has therefore included 
accounting regulation in its company law harmonization process. 

In Anglo-American countries, however, the purpose of the accounting function 
is seen more as the disclosure of economic information concerning an enterprise, 
under circumstances where, in most cases, financial ownership and operational 
management are separate. Accounting information is essentially an ‘answer sheet’ 
handed over by the operator of the enterprise (manager) to the owner(s) of the 
enterprise (shareholders). In this situation, shareholders take priority in the 
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accounting objectives. For example, in the Framework for the Preparation and 
Presentation of Financial Statements dated 1989, the LASC indicates that ‘as 
investors are providers of risk capital to the enterprise, the provision of financial 
statements that meet their needs will also meet most of the needs of other users 
that financial statements can satisfy’ (IASC, 2001, § 10). 

This divergence in the objectives of financial statements is visible in differences 
in the order that accounting information is presented. The first item presented 
may well be the balance sheet. As explained by Boussard and Colasse (1992), 
‘French financial accounting is strongly marked by the concept of ownership. As 
a consequence, its main compulsory output has for a long time been the balance 
sheet’. This is why, historically, French companies have always tended to begin 
with their balance sheet. Another option is to provide the income statement first. 
In doing so, the firm is indicating that the most important information it wants to 
show its shareholders is its performance during the accounting year. According to 
many, including Basu (1997), in the U.S., financial accounting since the mid-1930s 
has placed more emphasis on the income statement. Moreover, U.K. and Nordic 
companies (especially in Sweden, Finland and Norway) often begin their presenta- 
tion with the income statement. Thus, hypothesis 1: 


Hi: An increasing number of large French groups would no longer be expected to 
begin their financial statement presentation with the balance sheet (see Table 1). 


Content of Financial Statements 
According to IAS 1 (IASC, 1997, § 7): 


a complete set of financial statements includes the following components: 
(a) balance sheet; 
(b) income statement; 
(c) a statement showing either: 
— all changes in equity; or 
~ changes in equity other than those arising from capital transactions with owners 
and distributions to owners; 
(d) cash flow statement; and 
(e) accounting policies and explanatory notes. 


However, the 4th European Directive (EEC, 1978) specifies in article 2 that 
‘the annual accounts shall comprise the balance sheet, the profit and loss account 


TABLE Í 


PRESENTATION ORDER OF FINANCIAL STATEMENTS: DESCRIPTIVE DATA 


First document presented 1990 1991 1992 1993 1994 1995 1996 1997 
Income statement 26 28 33 32 38 39 45 49 
Balance sheet 74 72 67 68 62 61 55 51 
Total 100 100 100 100 100 100 100 100 


Data unavailable for 1989 and 1998. 
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and the notes on the accounts’. The rule remains unchanged in the 7th Directive 
(EEC, 1983, art. 16, § 1). 

In practice, almost all countries, European Union members and non-members 
alike, require at least a balance sheet, profit and loss account, and notes on the 
accounts. To ensure that investors, accounting information users and shareholders 
are well informed about the financial position of a business, many countries add a 
cash flow statement and/or a statement of changes in shareholders’ equity to the 
required reporting package. 


Statement of Cash Flows In the U.S., from 1971, in addition to the traditional 
balance sheet and income statement, the Accounting Principles Board (APB) 
required U.S. firms to publish the statement of changes in financial position (APB 
Opinion No. 19). The statement of cash flows (SFAS 95) replaced this statement in 
1987 (FASB, 1987). As mentioned above, this statement is required by LAS 1 
(IASC, 1997) and described in IAS 7 (IASC, 1992). It is also required by FRS 1 
in the U.K. and Ireland (ASB, 1991). 

Conversely, under the French Code of Commerce, which has been influenced 
by the 4th European directive, the only two compulsory financial statements are 
the balance sheet and the income statement, which must always be accompanied 
by notes. Similarly, the ‘Methodology for consolidated accounts’ (Anon., 1986, 
referred to as the ‘Methodology’ hereafter) recommends, but does not require, 
the publication of a statement of changes in financial position or of cash flows. 
Neither a statement of changes in financial position nor a statement of cash 
flows is mandatory in France. Nevertheless, statistics show that almost all large 
French groups publish at least one of the two (99 per cent in 1998; see Table 2 
below). 

In its 1982 version (revised in 1999, see Anon., 1999b), the French General 
Accounting Plan proposed a model statement of changes in financial position. 
However, this model, which shows the change in working capital for individual 
company financial statements, is optional. The French professional accounting 
organization (Ordre des experts comptables [OEC], 1997) proposed an optional 


TABLE 2 


STATEMENT OF CASH FLOWS OR OF CHANGES IN FINANCIAL POSITION: 


ESCRIPTIVE DATA 
Statement published 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 


Statement of cash flows 19 25 30 38 45 50 50 65 71 78 


Statement of changes in 65 62 56 48 46 41 40 32 29 2i 
financial position 


Both 0 0 0 2 1 2 2 1 0 0 
Neither 16 3 14 12 8 7 8 2 0 1 
Total 100 100 100 100 100 100 100 100 100 100 
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TABLE 3 


PUBLICATION OF A STATEMENT OF CASH FLOWS: DESCRIPTIVE DATA 


1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 


‘Statement of cash flows 19 25 30 40 46 52 52 66 7 78 
No statement of cash flows 81 75 70 60 54 48 48 34 29 22 
Total 100 100 100 100 100 100 100 100 100 100 


statement of cash flows similar to the U.S. (SFAS 95) and international (IAS 7) 
models. In consolidated financial statements, the ‘Methodology’ (Anon., 1986, 
No. 33) allows groups free choice of model; however, adopting the model sug- 
gested for individual company statements is recommended. 

The major question, then, remains the choice of a model. As Colasse states 
(2000, p. 334), the statement of changes in financial position and the statement of 
cash flows have different purposes. The statement of changes in financial position 
` is a transitional table between two balance sheets and aims to explain under what 
conditions the firm was able to maintain its financial structure. The statement of 
cash flows, on the other hand, emphasizes changes in cash and is designed to allow 
users to evaluate future cash flows. Hypothesis 2 is: 


H2: An increasing number of large French groups are likely to abandon the 
statement of changes in financial position, preferring instead to publish a 
statement of cash flows. 


The number of groups that have published a statement of cash flows over the last 
ten years is shown in Table 3. 

Starting with financial statements for 2000, the French regulation erdie 
consolidated accounts (Anon., 1999a, referred to as the ‘Regulation’ hereafter) 
now requires publication of a statement of cash flows. 


Statement of Changes in Shareholders’ Equity According to IAS 1 (IASC, 1997, 
§ 86): 


an enterprise should present, as a separate component of its financial statements, a 

statement showing: 

(a) the net profit or loss for the period; 

(b) each item of income and expense, gain or loss which, as required by other Standards, 
is recognized directly in equity, and the total of these items (such as revaluation 
surpluses and certain foreign exchange differences); and 

(c) the cumulative effect of changes in accounting policy and the correction of 
fundamental errors dealt with under the Benchmark treatment in IAS 8. 


As explained earlier, although this statement is not required in France because 
neither the 4th nor the 7th Directives mention it, the ‘Methodology’ (Anon., 1986, 
No. 30) recommends its inclusion. A study of the reporting practices of large 
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‘TABLE 4 
STATEMENT OF CHANGES IN SHAREHOLDERS’ EQUITY: DESCRIPTIVE DATA 


1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 


Statement published separately 31 32 33 38 40 34 36 42 45 46 
Statement included in notes 69 68 6 62 60 66 64 58 55 54 
Total 100 100 100 100 100 100 100 100 100 100 


French companies shows that all of them publish this statement, either as a separ- 
ate financial statement or in the notes. 

The remaining question is where the statement should be located: separately 
or as part of the notes. Historically, because this document was not considered of 
major importance in France, it was generally published in the notes. This leads us 
to hypothesis 3: 


H3: An increasing rumber of large French groups are choosing to disclose 
the statement of changes in shareholders’ equity as a separate financial 
statement. 


The change over the ten-year period studied, according to our survey, is shown 
in Table 4. In contrast to the IAS 1 prescription mentioned above, the ‘Regula- 
tion’ (Anon., 1999a, § 424) requires publication of a statement of changes in 
equity, to be included in the notes. 


Notes to the Financial Statements Another interesting point is the varying degrees 
of importance attributed to the notes to financial statements. On Continental 
Europe, the requirements for balance sheets and income statements are often 
defined by national eccounting standards.. Every principal statement contains 
detailed information, which naturally reduces the extent of the notes. Tradition- 
ally, French companies presented very detailed financial statements with few or 
no accompanying notes. 

Influenced by their common law system, which relies on a limited number of 
statutes supplemented by large numbers of case precedents, Anglo-American 
firms tend to publish relatively simple balance sheets and income statements, with 
more detailed (U.S. practice) or indexed (U.K. and Nordic countries practice) notes. 

However, the essential importance of notes in financial statements is now recog- 
nized by most Continental countries and these Anglo-American practices are 
becoming widespread in France, following implementation of the 4th and 7th 
European Directives (EEC, 1978 and 1983). 

In seeking to identicy any trend towards attribution of more importance to the 
notes, we have concentrated on the indexing of notes, since the degree of detail is 
a subjective item and would require another separate survey. Hypothesis 4 thus 
follows: 
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TABLE 5 


DETAILED NOTES TO THE FINANCIAL STATEMENTS: DESCRIPTIVE DATA 


1989 1990 1991 1993 1994 1995 1996 1997 1998 


Indexed notes 50 54 57 59 73 7I 85 84 85 
Non-indexed notes 50 46 43 41 27 23 15 16 15 
Total 100 100 100 100 100 100 100 100 100 


Data unavailable for 1992. 


H4: To complement their balance sheets and income statements, an increasing 
number of large French groups would be expected to adopt indexed notes 
(i.e., with numbered references to specific items in the financial statements). 


The development of this practice over the ten-year period in question is shown 
in Table 5. 


Number of Periods for Which Figures Are Disclosed 

The number of fiscal years reported in financial statements is also a point of diver- 
gence in international accounting. Following the requirements of the SEC, Amer- 
ican companies usually disclose three years’ figures for the income statement, two 
years. for the balance sheet and three years for the statement of cash flows. How- 
ever, IAS 1 (IASC, 1997) requires only one comparative period for all financial 
statements, and this is also common practice among British and Continental 
European companies. In France, the Code of Commerce also recommends dis- 
closure of one comparative period. 

Hypotheses 5 and 6 concern the number of periods reported: 


H5: In large French groups’ balance sheets, inclusion of two comparative periods, 
rather than one, is expected to become more and more frequent. 

H6: In large French groups’ income statements, inclusion of two comparative 
periods, rather than one, is expected to become more and more frequent. 


Table 6 shows the changes between 1990 and 1998. 


Balance Sheet Presentation 
There are several differences in balance sheet presentation, summarized in Figure 1. 


Balance Sheet Format The first difference concerns the format. The balance 
sheet can be presented ‘horizontally’ (account form), with the two blocks side by 
side, or it can be presented ‘vertically’ (report form), with assets at the top. In 
some countries, the U.K. and Ireland for example, a ‘multiple-step’ format is 
used, with a list of subsets of the three main categories of assets, liabilities and 
shareholders’ equity and identification of managerially useful subtotals by sub- 
tracting other relevant subcategories of assets or liabilities. 
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TABLE 6 


NUMBER OF YEARS PUBLISHED: DESCRIPTIVE DATA 


1990 1991 1992 1993 1994 1995 1996 1997 1998 


Balance sheet 
3 years 11 11 13 21 33 47 62 71 77 
2 years 89 89 87 79 67 53 38 29 23 
Income statement 
3 years 14 12 16 24 36 50 64 72 Te 
2 years 86 88 84 76 64 50 36 28 23 


Data unavailable for 1989. 


FIGURE 1 


PRESENTATION OF THE BALANCE SHEET 


Horizontal (account 


form) 





Vertical (report form) 







Presentation of 
the balance OE ee 
sheet Increasing liquidity 
and maturity 
Term (short term 


versus long term) 
Decreasing liquidity 
Classification of ane matünty 
assets and liabilities 


Nature (intangible, 
tangible, financial, 
current) 





According to Nobes and Parker (2002, p. 48): ‘at its most obvious, the general 
use of a vertical format in the United Kingdom, rather than a horizontal format as 
in France or Spain, suggests a greater shareholder orientation in the United King- 
dom. This is because, as noted above, the vertical format of the balance sheet 
allows the presentation of working capital and net worth, and it contrasts net 
worth with shareholders’ funds.’ 
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‘TABLE 7 
BALANCE SHEET PRESENTATION: DESCRIPTIVE DATA FOR THE FORMAT OF 
THE STATEMENT 
Balance sheet format 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 


Vertical format 0 0 0 0 0 0 0 0 0 0 
Vertical format—multiple step 0 0 0 0 0 0 0 0 0 0 


Horizontal format 100 100 100 100 100 100 100 100 100 = 100. 
Total 100 100 100 100 100 100 100 100 100 100 


The French ‘Methodology’ (Anon., 1986, No. 30) does not require a specific 
model; it authorizes reporting in a vertical or horizontal balance sheet format. 
However, over the period surveyed, all the groups included in the study opted for 
the horizontal balance sheet format (see Table 7). 

Under the new ‘Regulation’ (Anon., 1999a, § 400), the consolidated balance 
sheet should be presented horizontally. However, the vertical format is allowed 
provided it has been the format customarily used by the company. 


Balance Sheet Classification The second difference relates to the classification of 
assets and liabilities. As shown in Figure 1, assets and liabilities can be classified 
in different ways, for example, according to the time horizon of their transforma- 
tion into cash (short-term/long-term) or the nature of the asset (fixed/current, 
tangible/intangible). 

French accounting gives priority to the judicial form (nature) of the items in 
the balance sheet. Consequently, for individual company financial statements the 
French General Accounting Plan recommends a balance sheet model in which all 
items are classified by their nature. However, given the dichotomization of indi- 
vidual company and consolidated group financial statements, French law author- 
izes classification by term for the consolidated financial statements. 

_ IAS 1 (IASC, 1997, § 53-6) gives companies the choice of whether or not to 
separate short-term and long-term assets and liabilities in their balance sheets. 
However, in the U.S. and Canada all figures in the balance sheet are classified by 
term (long-term or short-term) and presented in order of decreasing liquidity and 
maturity. Companies in many other countries present their balance sheet figures 
in order of increasing liquidity and maturity. 

Hypothesis 7 relates to the classification of items in the balance sheet: 


H7: An increasing number of large French groups would be expected to move 
away from classification by nature, opting instead to classify assets and 
liabilities by term (see Table 8). 


The new ‘Regulation’ (Anon., 1999a, § 400) recommends a model balance sheet 
that does not allow presentation by term. However, the distinction between short- 
term and long-term assets and liabilities must be disclosed in the notes. 
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TABLE 8 
CLASSIFICATION OF ASSETS AND LIABILITIES: DESCRIPTIVE DATA 


Type of classification 1993 1994 1995 1996 1997 1998 


By term 26 25 28 35 35 46 
By nature 74 75 n 65 65 54 
Total 100 100 100 100 100 100 


Data unavailable before 1993. 


TABLE 9 


PRESENTATION OF ASSETS: DESCRIPTIVE DATA 


Assets presented in 1993 1994 1995 1996 1997 1998 


One column 54 31 l 24 33 64 57 
Three columns 46 69 76 67 36 43 
Total 100 100 100 100 100 100 


Data unavailable before 1993. 


Presentation of Assets The last important format difference in financial state- 
ment presentation relates to the presentation of assets. In many countries, follow- 
ing IAS 1 (IASC, 1997), only the net value of assets is reported. While U.S. 
balance sheets present assets in one column, fixed assets can be shown in three 
lines as: gross value less accumulated depreciation equals net value. Traditionally, 
in a French balance sheet, asset items are presented in three columns: gross value, 
accumulated depreciation and valuation allowances, and net value (see ‘Methodo- 
logy’: Anon., 1986, No. 30). 
Hypothesis 8 concerns the presentation of balance sheet assets: 


H8: An increasing number of large French groups would no longer be likely to 
present balance sheet assets in three columns. 


The trend in the presentation of assets is shown in Table 9. 


Income Statement Format 
There are several possible formats for presenting an income statement. Although 
the horizontal format (expenses on the left and revenues on the right) is permit- 
ted in certain countries, including France, most companies use the vertical format 
for income statement presentation. The main difference lies in classification of 
expenses. 

IAS 1 (IASC, 1997, §§ 77-85) states that ‘expense items are sub-classified in 
order to highlight a range of components of financial performance, which may 
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differ in terms of stability, potential for gain or loss and predictability’. This informa- 
tion is provided in one of two ways: by nature or by function. The first method of 
sub-classification is referred to as the nature of expense method. Expenses are 
aggregated in the income statement according to their nature, for example, pur- 
chases of materials, transport costs, taxes other than income tax, salaries and 
social expenses, and depreciation. They are not allocated between the various 
functions of the enterprise. This is the traditional French method for individual 
company income statements. 

The second method of sub-classification is referred to as the function of expense 
or cost of sales method. This method classifies expenses according to their func- 
tion: they are considered as a component of the cost of goods sold—commercial, 
distribution or administrative activities, for example. The format by function, by 
allocating wages and depreciation to different stages of production, is useful in 
computation of gross profit for a manufacturing company. This is the format 
adopted in U.S. GAAP. 

Some companies, mostly British, present a simplified income statement that is 
very similar to the single-step model. In such cases, it is difficult if not impossible 
to judge whether their income statements are classified by nature or by function. 

The French ‘Methodology’ (Anon., 1986, No. 31) allows companies to choose 
between the nature-of-expense and function-of-expense models. However, for 
individual companies’ financial statements, the presentation by nature is required. 
This explains why this format is the most traditionally used in France. 

Hypothesis 9 relates to the presentation of the income statement: 


H9: An increasing number of large French groups are likely to no longer be 
using the traditional format by nature, preferring a by-function or simplified 
income statement format. 


The trend between 1989 and 1998 is shown in Table 10. 


TABLE 10 


CLASSIFICATION OF EXPENSES: DESCRIPTIVE DATA 


Classification of expenses 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 
By function 30 24 23 29 22 B 27 #30 231 32 
Short presentation 0 0 6 0 8 10 12 12 IH 8 


Sub-total (function or simplified) 30 24 29 29 30 33 39 42 42 40 


By nature 70 64 56 60 59 S56 51 44 4&8 4 
By intermediate results 0 12 15 11 11 11 10 14 16 20 
Sub-total (nature) 70 76 71 71 70 67 ól 58 58 60 
Total 100 100 100 100 100 100 100 100 100 100 
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TABLE 11 
REFERENCES CHOSEN BY FRENCH GROUPS ‘SHOPPING AROUND’ 


Hypotheses Standard or practice Comments 

H1 Income statement reported Practice in U.K., U.S., 
as the first document and Nordic countries 

H2 Publication of a statement IASC (IAS 1, IAS 7), Required as an integral part of 
of cash flows SFAS 95 financial statements 

H3 Statement of changes in equity IASC (IAS 1) Required as an integral part of 
published as a financial statement financial statements 

H4 Publication of indexed notes Practice in U.K., U.S. Simplified balance sheet and 

and Nordic countries income statement with 


indexed notes 
H5 Balance sheet presented for 3 years Practice 


H6 Income statement presented US. SEC Common practice in the U.S. 
for 3 years 
H7 Balance sheet presented by term IASC (option in IAS 1), Practice in the U.S. and many 
U.S. rule other countries (U.K., Ireland) 
H8 Balance sheet assets presented in IASC (IAS 1) Model given in IAS 1 
one column 


H9 Income statement presented by IASC (option in IAS 1), Practice in the U.S. and U.K. 
function or in simplified format U.S. rule, U.K. practice 


Summary of the Origins of the Hypotheses 
Table 11 summarizes, for the nine hypotheses, the different standards or practices 
which have been adopted by French groups. 


STATISTICAL ANALYSIS 


The data used in the statistical analysis, taken from the tables above, are pre- 
sented in Table 12. The general trend is calculated as an average of the available 
data for each year. 

Figure 2 clearly shows the trends in the form of an ‘S’ curve (specifically for 
bs_3years and is_3years). Consequently, the simple regression method is not suit- 
able for our statistical analysis, since it analyses trends on a straight-line basis. 
Besides, all of our data are of a proportional nature (between 0 and 100 per cent). 
For these two main reasons, we have opted for the logistic regression method 
in our statistical analysis. This method is presented inter alios in Hosmer and 
Lemeshow (1989). 

Logistic regression is useful for predicting the presence or absence of a charac- 
teristic or outcome based on the values of a set of predictor variables. This study 
seeks to describe the changes in a proportion over a given period. We are inter- 
ested in seeing whether changes in the formats used by large French groups 
to present their financial statements over a recent ten-year period confirm our 
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FIGURE 2 


GRAPHIC PRESENTATION OF EACH VARIABLE AND THE GENERAL TREND 


100 





1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 


predicted tendency towards internationalization. Therefore, the binary logistic 
regression model can be used for our statistical analysis. 
We used the following model: 


Proportion of companies showinga __ € (1) 
given characteristic at a given timet 1+ et 


This model fits the data well if the Hosmer and Lemeshow test is not significant 
(significance level of the chi-square statistic higher than 0.05). Coefficients a and 
b are estimated by maximum likelihood and are considered as different from zero 
if the Wald statistic ([coefficient/standard deviation of the coefficient]*), which 
is equivalent to the square value of Student’s ¢ in the linear regression, has a 
significance level of less than 0.05 (Wald higher than 4). 

Taking our first hypothesis (presentation order of financial statements) as an 
example, we show in Table 13 the results of the statistical analysis and a summary 
of the major figures. 

The probability that the financial statements begin with the income statement is 
given by the following formula: 
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TABLE 13 
STATISTICAL RESULTS FOR H1 


Hosmer and Lemeshow Test 


Step y? df Sig. 


Variables in the Equation 


B S.E. Wald df Sig. Exp(B) 
Step 1° TIME 141 033 18.485 1 000 1.152 
Constant -1.215 17 50.161 1 000 297 


* Variable(s) entered on step 1: TIME. 


Prob(Financial statements begin _ ety 


with Income statement at year t) T 1 p T250 


For example, for t = 1, the probability is equal to 


g-1215+0.141; 
For one hundred companies, the theoretical number of companies beginning 
their financial statements with the income statement is 25.477, while the number 
observed is 26 (see Table 11). The model fits the data well since the Hosmer and 
Lemeshow chi-square equals 0.632, which leads to a significance level of 0.996 
(higher than 0.05). Moreover, the slope of the model is highly significant since 
Waid (0.141/0.033} = 18.485, which leads to'a significance level of 0.000, lower 
than 0.05. H1 is accepted. 

Clearly, Model (1) can also be written as Model (2) 


in| 22) =a+bt 


where p(t) is the proportion p for the period t. It is also useful to look at the odds- 
ratio (OR) related to time: 


___ POQ - pO) 
p(t —1)/1 - p(t - 1)) 
It can be deduced from Model (2) that OR = e’. This -odds-ratio (here it equals 
1.152—-see Table 13) measures the growth rate of the observed variable. When it 
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TABLE 14 
OVERVIEW OF STATISTICAL RESULTS 


Hypotheses Hosmer and Lemeshow Time - Wald Accepted 
test (significance level) (significance level) or rejected 
Hi Income statement reported as the 0,996 0.000 Accepted 
first document 
H2 Publication of a statement of cash 0.968 0.000 Accepted 
flows 
H3 Statement of changes in equity 0.964 0.003 Accepted 
published as a financial statement 
H4 Publication of indexed notes 0.709 0.000 Accepted 
H5 Balance sheet presented for 3 0.652 0.000 Accepted 
years z 
H6 Income statement presented for 3 0.534 0.000 Accepted 
years 
H7 Balance sheet presented by term 0.781 0.001 Accepted 
H8 Balance sheet assets presented in 0.000 0.003 Rejected 
one column 
H9 Income statement presented by 0.916 0.000 Accepted 


function or in simplified format 


General hypothesis: move away from 0.412 0.000 Accepted 
traditional French practices 


is higher than 1, the trend is increasing. The bigger it is, the more significant the 
evolution. 

Table 14 shows the statistical results for all nine hypotheses as well as the gen- 
eral one. Except for H8, all the hypotheses are validated statistically. The general 
hypothesis is also accepted: over the last decade, the financial statement presenta- 
tion of large French groups has been becoming more and more ‘international’, at 
least for consolidated financial statements, with groups adopting a mixture of IAS, 
U.S. and U.K. rules and practices. 

In Table 15, we classify all the variables studied according to their odds-ratios, 
which indicates in concrete terms the contribution of each variable to the general 
trend revealed by the analysis. Our results are in line with other research showing 
the tendency of European companies to move closer to the Anglo-American 
model. In their study of accounting properties—timeliness and conservatism— 
in seven major developed countries, Ball et al. (2000) find that between the two 
sub-periods, 1985-90 and 1991-95, French companies significantly increased the 
asymmetrical conservatism of their accounting income. This indicates a leaning 
towards the common-law financial reporting model. A KPMG study (2000) of the 
GAAP adopted by 122 companies from sixteen European countries shows that 
61 per cent of these companies have already used IAS or U.S. GAAP, or provided 
a reconciliation of their financial statements with these standards. Moreover, of 
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TABLE 15 
VARIABLES CLASSIFIED BY THEIR ODDS-RATIO 


Variables . Odds-ratio 
H5 Balance sheet presented for 3 years 1.628 
H6 Income statement presented for 3 years 1.579 
H2 Publication of a statement of cash flows 1.331 
H4 Publication of indexed notes l 1.289 
H7 Balance sheet presented by term 1.198 
H8 Assets of the balance sheet presented in one column 1.155 
Hi Income statement reported as the first document 1.152 
H9 Income statement presented by function or in simplified format 1.090 
H3 Statement of changes in equity published as a financial statement 1.069 


the forty-five companies still using national GAAP, twenty intend to convert to 
IAS or U.S. GAAP within three to five years. A study by the Deminor consult- 
ancy (2000) finds almost the same result: nearly 60 per cent of the European 
companies surveyed use either LAS or U.S. GAAP. Research by Bos et al. (2000) 
into European companies listed in the U.S. shows that of the 103 companies stud- 
ied, the percentages that disclose their domestic annual reports in IAS, in U.S. 
GAAP or in more than one GAAP are 4, 18 and 20 per cent, respectively. 


LIMITATIONS AND DIRECTIONS FOR FUTURE RESEARCH 


This survey was only possible because of the ‘dichotomy’ in France between. indi- 
vidual corporate and consolidated financial statements; the rules give French 
groups relative ‘freedom’ in their consolidated financial statements. Without this 
freedom to choose, French groups could have made no move away from tradi- 
tional French practices, unless there was a change in the regulations and inter- 
nationalization became compulsory. 

There must be no confusion between a single given case and a development in 
progress. Although our survey clearly shows a trend towards the adoption of 
alternative practices, it is wrong to assert that all the variables show that the 
majority of French groups have adopted alternative practices in the presentation 
of their financial statements. For example, while it is true that the number of firms 
using Anglo-American formats for their balance sheets and income statements 
has increased, traditional formats, by nature, still dominate the presentation of 
financial statements, for both the balance sheet and the income statement. 

Moreover, although reference in the literature review above is to studies that 
underscore the supremacy of the Anglo-American model, other researchers 
contest the information value of accounting disclosure in U.S. GAAP for non- 
American firms. For instance, Alford et al. (1993) find that accounting earnings 
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prepared in accordance with the domestic GAAP of Australia, France, the 
Netherlands and the U.K. are more timely or more value-relevant than account- 
ing earnings prepared in accordance with U.S. GAAP. 

Although the work presented here focuses on the presentation of financial 
statements and not on accounting methods, the two may be inter-related. It 
should not be forgotten, for example, that an international-style presentation may 
hide substantial differences in accounting methods. 

This study was based on French language versions of financial statements. To 
our knowledge, the English version of financial statements is generally a simple 
translation of the French version, except in a few cases (e.g., Clarins). However, it 
would be interesting to identify cases where the two versions are not identical and 
analyse the differences in presentation. 

Finally, the study does not provide evidence that the trend among French 
groups is a result of the influence of other standards. We can simply observe that 
the new French practice is a mixture of alternative practices taken probably (but 
not certainly) from IASs, U.S. GAAP or U.K. GAAP. The origin of the new 
French practices could be investigated further. 

As far as future research is concerned, at least three interesting directions are 
posited. First, while it is interesting to know that large French groups publish 
financial statements of increasingly ‘international’ format, it would be useful to 
explain this development, using several variables such as ownership by foreign 
shareholders, multi-nationalization of the company and its executives, includ- 
ing CFOs, and the changes in the approach by French financial analysts. Second, 
after several necessary adjustments to the options offered or imposed by national 
accounting standards, our model could be used to measure the ‘internationaliza- 
tion’ trend of financial statement presentation in other countries, and to identify 
the variables contributing the most to this trend by means of the odds-ratio. 
Finally, a trans-European comparison would be very useful, and could deepen our 
understanding of the different rates at which large firms in various Continental 
European countries are adopting ‘international’ accounting models. 


CONCLUSION 


Over the last ten years, more and more large French groups have begun their 
financial statement presentation with the income statement. The content of their 
financial statements has also been expanded to include not only the traditional 
balance sheet and income statement, but also the statement of cash flows and the 
statement of changes in shareholders’ equity, as a separate document. To com- 
plete their financial statements they have, with increasing frequency, also added 
indexed notes. 

The results presented here provide broad support for the general hypothesis 
that the financial statement presentation of large French groups has become 
less markedly French over the last decade, at least in the consolidated financial 
statements. This trend is a result of a sort of ‘shopping around’ among IAS, U.S. 
and U.K. practices. This apparently opportunistic approach on the part of large 
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French groups could be interpreted as a deliberate choice made to further their 
success on the international financial markets. 
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APPENDIX 


LIST OF FRENCH GROUPS INCLUDED IN THE SAMPLE IN 1999 


Accor Dynaction Promodes 
Aérospatiale Eiffage i PSA-Peugeot Citroën 
Air France Elf Publicis 

Alcatel Eramet Rémy Cointreau 
Alstom Eridanie Béghin-Say Renault 

Altran Technologies Essilor Rhône-Poulenc 
André Faurecia Royal Canin 
Atos Fives-Lille Sagem 

Bel Framatome . Saint-Gobain 
Bic France-Telecom Sanofi 

Bolloré Galeries-Lafayette Schneider 
Bongrain Geodis Seb 

Bouygues Havas Advertising Seita 

Buil Hermès Sge 

Canal + l ` Imerys Sidel 

Cap Gemini L’Air Liquide Skis Rossignol 
Carbone Lorraine L'Oréal Snecma 
Carrefour Labinal Sodexho 

Casino Lafarge Sommer Allibert 
Castorama Lagardère Strafor Facom 
Cea-Industrie Legrand Suez Lyonnaise des Eaux 
Chargeurs Legris Industries Taittinger 

Cie Générale de Géophysique Lymh Technip 
Ciments Français M6 TF1 

Clarins Michelin Thomson-Csf 
Club Méditerranée Moulinex Thomson Multimédia 
Coflexip Norbert Dentressangle Total 
Communication & Systèmes Pathé Usinor 

Damart Péchiney Valeo 

Danone Pernod Ricard Vallourec 
Dassault Aviation Pinault Printemps-Redoute Vivendi 
Dassault Systèmes _ Plastic Omnium Worms & Cie 
De Dietrich ` Primagaz Zodiac 

Dmc 


Source: ‘L'information financière en 1999: 100 groupes industriels et commerciaux’ [Financial 
information in 1999, 100 industrial and commercial groups], p. 673. 
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Domestic Practice, Comparative 
International Analyses and Accounting 
Discretion—Italian Savings Banks’ Pension 
Cost Accounting 


In countries where the use of financial statements is minimal and relative 
accounting debate less intense, domestic practices may gain benefit from 
being consistently applied. Comparison with foreign experience is cru- 
cial. It leads to questioning of the appropriateness of practices that might 
otherwise never be discussed, particularly where they are developed in 
such a way as to favour the stakeholders controlling the accounting 
process. A salient example evidencing the above claims is to be found in 
the Italian savings banks (hereafter ‘banks’) accounting for the cost of 
defined benefits pension plans. The Italian financial system is credit- 
based. While banks play a predominant role, the financial industry itself 
enjoys significant autonomy in setting its accounting standards. This is 
especially so in respect of the accounting for the cost of pensions as sav- 
ings banks have offered the most significant and almost unique example 
of employees’ defined benefit pension plans in Italy. 

The present article compares some aspects of the long debated inter- 
national and Anglo-Saxon standards’ recommendations with the infre- 
quently questioned Italian domestic practice. The substantial deviations 
that emerge in the Italian system favour particularly management and 
proprietorship by allowing a significant degree of discretion regarding 
the labour cost figure, thereby enhancing the banks’ salary bargaining 
strength. 


Key words: Comparative accounting; Discretion; Earnings management; 
Pension plans. 


Comparative international studies may help to improve domestic accounting ‘by 
observing how. other countries have reacted and are reacting to problems’ (Nobes 
and Parker, 2000). Domestic practice may gain credit by simply being applied 
consistently, especially when—as is the case in a credit-based financial system 
country like Italy—the accounting debate is less intense, primarily because of the 
limited number of external shareholders. However, some external stakeholders 


FRANCESCO CaPALBO is Associate Professor of Financial Accounting at the Seconda Universita degli 
Studi di Napoli. 

The author gratefully acknowledges the comments of Frank Clarke and Michele Pizzo as well as Rosaria 
Lombardo for her statistical support. 
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do exist in respect of many Italian corporations, affording comparison with foreign 
practice. This evokes a possibly unique setting in which to discuss the appropriateness 
of Italian domestic practices that are otherwise infrequently questioned. 

A salient example evidencing the above is the accounting practice of Italian 
savings banks for the cost of defined benefits pension plans. The Italian financial 
system is, without any doubt, a credit-based one (Nobes, 1998). And while banks 
play a predominant role, the financial industry (through the Italian Banking Asso- 
ciation) itself enjoys significant autonomy in setting its accounting standards. 

It is instructive to compare the previously infrequently questioned Italian prac- 
tice with some of the long-debated international and Anglo-Saxon standards’ 
recommendations regarding the determination and the presentation of the pension 
cost and liability. 

The emerging differences are surprising. Financial and accrual aspects of pen- 
sion accounting completely overlap in the Italian approach. This allows managers 
greater discretion in determining the annual pension cost than would exist were 
they to comply with the IASB recommendations that many other European coun- 
tries follow. Analysis of the current Italian practice reveals an undue inflation of 
labour cost that affects banks’ salary bargaining benchmarks. Ultimately this sig- 
nificantly favours managers and proprietors. 


STRUCTURE OF THE PENSION PLAN AND DETERMINATION OF 
PENSION COST AND LIABILITY 


Savings banks are the main and almost only Italian example of large private 
employee defined benefits pension plans. The plan generally operated follows a 
final salary pension formula. The bank employer, therefore, commits to a pension 
formula that, in exchange for each year of service accrued, normally recognizes an 
annuity with each instalment being a given percentage of the final salary. For the ` 
higher security of employees, the bank is also required to provide a periodic 
contribution to an often internally managed fund whose resources are then, by 
law, to be exclusively destined to the settlement of the pension liability (Civil 
Code, art. 2117). 

Analysis of a funded plan may be divided into two steps: the first highlights the 
financial aspects, and the second, the accrual aspect. From a financial standpoint, 
the annual contribution banks make to a fund is determined in such a way as to 
keep the fund always at the actuarial reserve level. This is the level that a monet- 
ary fund should currently have so that, given future increments, it will most prob- 
ably be able to cover future cash outflows. In the specific circumstance, the 
actuarial reserve (‘B’ in Figure 1) is therefore determined as the difference 
between the present value of the expected future decreases in the fund (due to 
pension pay-outs, ‘C’ in Figure 1) and the present value of the planned future 
increases in the internal pension fund itself (due to the future contributions, ‘A’ 
in Figure 1). 

The annual contribution is normally required to be expressed as a fixed per- 
centage of the annual payroll and to accumulate all the necessary resources 
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FIGURE 1 


THE ACTUARIAL RESERVE 
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during each employee’s working life such that, upon retirement, no further 
contribution should be necessary to guarantee the coverage of the annual 
outflows of the annuity to the employee. This is an actuarial method known as 
projected accrued benefit cost method with level percentage variation (McGill 
and Grubbs, 1989). 

From an accrual standpoint, pension plans are regarded as a variety of deferred 
remuneration (Dean, 1950; Moonitz and Russ, 1966; Hall and Landsittel, 1977; 
Kam, 1990; Wolk et al., 1992). As such, the legitimate accounting function is to 
determine and represent the impact of that remuneration on the employer’s 
accounting income and capital, and to match it against the benefits the employer 
enjoys from the beneficiaries’ service during their working lives (Dewhirst, 1971). 

Each service period should thus be charged with the ‘cost’ of the stock of ser- 
vices depleted. Cost being the price the parties agreed on in the pension formula 
to pay for the services acquired in that year (FASB, 1986, Summary). 

Particularly in the case of defined benefits pension plans, the agreed price for 
the service rendered yearly by the employees is thus the expected value of the 
annuity accrued according to what is stated in the pension formula. This is a 
highly uncertain amount that can be determined only on the basis of actuarial 
assumptions relating to several demographic and financial variables (Miller, 1989, 
p. 31.04). The value obtained in that way has then to be discounted in order to 
separate the price paid for the labour force (the service cost) from the price due 
for the deferral (the interest cost) (Milburn, 1980; Gamble and Cramer, 1992). 
This distinction is essential for both a fair presentation and a fair determination of 
the employer’s income (Moonitz and Russ, 1966, p. 167). Thus, the annual service 
cost to be charged to the income account should be determined as the ‘present’ 
expected actuarial value of the pension benefits accrued in the year according to 
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TABLE 1 
METHODS USED TO DETERMINE PENSION COST AND LIABILITY IN EUROPE 
AND THE USS. 

Country 

Austria Accrued benefit method (based on current salary) 

Belgium Accrued benefit method (based on current salary) 

The Netherlands Projected unit credit method (LAS 19) 

Portugal Projected unit credit method (LAS 19) 

Ireland and U.K. Projected unit credit method (FRS 17) 

Spain No official prescription. Most companies follow SFAS 87 ( any 
accrued benefits method) or LAS 19 (projected unit credit method) 

Sweden No present regulation, but the Swedish Financial Accounting 
Council is going to issue an exposure draft based on [AS 19 

Norway Accrued benefits valuation methods 

US. Accrued benefits valuation methods 


Source: Alexander and Archer (1998) 
Note: For accounting periods beginning on or after 1 January 2005 the EU’s listed companies must 
-use EU-adopted international accounting standards in their group financial statements. 


what is set in the pension formula. Numerous accounting pronouncements state 
that such service cost—along with the interest cost accrued on the pension liabil- 
ity at the beginning of the year—would.lead to the pension liability at the end of 
the year being the present expected actuarial value of the benefits accrued and 
not paid at that date (FASB, 1986; IASC, 1998; ASB, 2000). 

This projected unit credit method which belongs to the wider family of the 
accrued benefits methods, is now currently recommended by ASB (2000), FASB 
(1986), and LASC (1998), and commonly applied in other European countries 
(Table 1). | 3 

Unexpectedly, the pension fund (fondo di quiescenza) reported as a liability in 
the banks’ financial statements does not reflect the above-defined concept of pen- 
sion debt. It is anything but the same actuarial reserve calculated to guarantee the 
financial equilibrium. The notes to the financial statements reveal the actuarial 
reserve is presumed to offer the best measure of the accrued pension liability and 
their identity is reported as the only accounting rule to be followed to determine 
the annual pension cost. Such a cost, therefore, determined as the provision neces- 
sary to make the pension fund at the actuarial reserve level (as communicated by 
the actuaries) completely equates to the contribution annually determined to 
ensure the financial equilibrium and is then labelled the equilibrium-contribution. 
- Financial and accrual aspects of the pension plan completely overlap. The con- 
cept of the fund intended as a provision is completely confused with the one 
intended as a fund of money or investments. There is no distinct determination of 
the annual contribution and of the annual pension cost, just as the proper measure 
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of the pension liability at any given date is presumed to equal the actuarial reserve. 
In the case of a funded plan instead, as it is envisaged in Italy, the accountant is 
expected to not confuse the accrual process leading to the measurement of annual 
service cost with the financial process leading to the measurement of the yearly con- 
tribution, even when this is intended to guarantee a constant prospective financial 
equilibrium (Lucas and Miller, 1983, p. 92; FASB, 1986; Ward, 1990; LASC, 1998; 
ASB, 2000). While the actuarial reserve is influenced by both the flow of future 
contributions (‘A’ in Figure 1) and the benefits accrued as well as by those yet to 
be accrued (‘C in Figure 1), it is expected to guarantee a long term financial equi- 
librium. Then, the pension liability figure should reflect just the price agreed to be 
paid, but not yet paid, for the benefits already accrued at a given date. 


SOME IMPLICATIONS OF THE ITALIAN APPROACH TO THE 
DETERMINATION OF PENSION COST AND LIABILITY 


It is instructive to contemplate why such a practice has survived irrespective of the 
nature of the transactions in contrast with most foreign, and especially European 
pension practices. As the difference between pension liability and the actuarial 
reserve is unequivocal (McGill and Grubbs, 1989), the absence of any significant 
critical comment in the Italian academic journals is surprising. The advocated 
identity between actuarial reserve and pension liability is not unknown to the 
international literature. Indeed, it is the rationale of what are commonly called 
the projected benefits valuation methods. Their application, though sometimes 
supported (Pesando, 1971; Pesando and Clarke, 1983; Ippolito, 1985), is excluded 
by most national and international accounting standards issued on the topic. 
Surprisingly, in the Italian accounting literature there is no significant trace of the 
debate that led the standard-setters bodies to such a conclusion. 

In order to gather more data on the matter, a questionnaire was forwarded to 
the Italian savings banks included in the 1997 statistical computations of the bank- 
ing sector journal, Bancaria. The response rate of barely 5 per cent was disturb- 
ing. Only four responses of seventy-four emerged. The result creates suspicion 
that the banks may have been reticent to reveal matters or, at least, that the issue 
of accounting for the cost of pension was unclear. The research reported here-was 
then undertaken on the basis of an analysis of the banks’ financial statements and 
personal interviews, especially with the actuaries involved in the calculations. 

This process revealed several potential explanations for the enduring nature of 
the approach followed by Italian banks: 


1. In an ongoing situation it does not apparently damage the short-term interests 
of any particular category of stakeholders. While the identity of the pension 
fund with the actuarial reserve guarantees the capacity for payment of pen- 
sions as they fall due, an immediate settlement of the whole pension liability is 
extremely rare. 

2. Confusion arises in respect of the life-insurance companies’ experience, where 
the actuarial reserve is a measure of the debt accrued. This is the difference 
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between the expected present value of the annuities to be paid and of the 
contributions yet due by the beneficiaries (the company’s liabilities and assets, 
respectively). In the case of an employee pension plan, both the contribution 
to the fund and the annuities will be paid by the bank, so that no trace of credit 
exists. 

3. The stability of the beneficiaries’ population is a further factor. The ‘equilib- 
rium contribution’ is determined generally by setting it as a fixed percentage 
of the annual payroll, making it therefore quite stable over time (projected 
benefits valuation methods). In contrast, a pension cost obtained as the present 
actuarial value of the benefits accrued in the year (accrued benefits methods) 
increases as the employee ages and the discounting period diminishes. But in a 
mature plan the overall pension cost is expected to be stable too, arguably, 
since the mixture of young and old employees tends to even out the results 
(Wolk et al., 1992, p. 489). When the average age of the employees tends to be 
fixed, in an ongoing situation, a reasonable expectation is that the service cost 
determined according to the accrued benefits methods tends to be stable over 
time (Davis and Bingham, 1989) approximating to the Italian ‘equilibrium 
contribution’. 

4. In most cases, pension plans are just nominally funded, since what they refer 
to as ‘contribution’ shows up to be a book provision and, therefore, pension 

_ assets do not actually exist. This of course eases the confusion between the two 
meanings of ‘fund’ in accounting: on the one hand to denote a provision, and 
on the other to indicate an aggregation of resources (Vatter, 1947, p. 73; Nobes 

_ and Parker, 2000, p. 39).' 

5. Finally, there is the significant freedom in determining both the annual cost 
and the accrued liability. When the accrued liability is the actuarial reserve 
amount, it will suffice to change the amount of the contributions to be made in 
the future in order to affect the level of the present debt. Figure 1 shows that, 
given the amount in ‘C’, any increase in ‘A’ will result in a lower amount in ‘B’. 


The last of these explanations seems especially apposite in explaining the per- 
manence of the Italian practice. The overlapping of the concept of the actuarial 
reserve with the accrued debt accommodates much more discretion than the 
accrued benefits methods followed in other countries. 

_ On the basis of the promise of predicted behaviours, managers may modify ‘at 
their will’ the level of recognized debt and thus inject the account of the annual 
pension cost with an amount more ‘convenient’ for them at that time. For ex- 
ample, the particulars noted here suggest that this seems to have happened at the 
Carical bank in 1997. To cover a 31 billion lire gap between the pension fund 
reported in the liabilities section and the actuarial reserve, Carical created an 
annual extraordinary pension provision of just 26 billion lire in 1997, covering the 
remaining part with the promise to raise the annual percentage of the payroll to 
be accrued in the future years as annual equilibrium contribution by 0.284 per 


' In the Italian language the word fondo is used to refer to a provision as well as a fund of money. 
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TABLE 2 


ANALYSIS OF CORRELATION BETWEEN PENSION COST OVER PAYROLL AND 


ANNUAL INCOME 
Significance Probability of the Correlation Cases of hypothesis Hypothesis 
level acceptance area coefficient not accepted accepted 
a= 0.01 1-a=0.99 r=0.8 50 9 
a = 0.05 1-a=0.95 r=0.7 42 17 
a= 0.1 1 -a = 0.90 r=0.6 37 22 
a = 0.25 1-a=0.75 r=0.35 20 39 


cent. By inflating the expected future inflows to the fund, this action lowered the 
actuarial reserve to the desired level.’ 

This makes accounting for the cost of pension in the Italian banking an even 
more discretionary issue than it is in the highly regulated markets of the U.S., 
U.K. and, say, Australia (Schuetze, 2001, p. 12). 

Against that background, the financial statements data of the savings banks 
whose annual reports are included in the Italian Banking Association accounting 
database (ABI-Bilbank) were analysed in order to check whether such potential 
discretion was used to produce an apparent income-smoothing result. This was 
indeed what would have been suspected from the informal interviews with the 
actuaries involved in the annual calculations. The analysis was limited to a period 
no longer than six years, for in 1993 the long awaited implementation of the sec- 
ond European directive completely changed the format of the Italian banks’ 
financial statements. Coverage of a longer interval would likely have altered the 
significance of the comparisons. The original population comprised seventy-four 
banks. These were reduced to fifty-nine to exclude banks that—because, for 
instance, of a merger or an acquisition—did not offer a complete series of data 
(thirteen), and two that were not implementing a pension plan. 

On the basis of this sample, the hypothesis examined was that there would be 
arbitrary increases in the pension cost in the event of particularly favourable 
income. Managers, indeed, have minimal discretion to reduce pension costs below 
the claimed fixed percentage of the payroll, and in any case could never emerge 
with a negative pension cost. The results, however, fail to confirm any correlation 
between the cost of pension over payroll ratio and the positive net income (Table 2). 

Nonetheless, the international literature has provided many other examples of 
management earnings policies, other than the income smoothing one (Schipper, 1992; 
Elliot and Hanna, 1996; Alciatore et al., 1998; Levitt, 1998). While some studies have 
advocated a completely different pattern such as the ‘big bath’ explanation (Chen, 1991; 
Zucca and Campbell, 1992), others have provided results contrasting with both of 
them (Francis et al., 1996). Non-monetary costs, arising from asset write-downs and 


2 This is illustrated in the notes to Carical 1997 financial statements. 
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FIGURE 2 


VARIATION COEFFICIENT OF THE PENSION COST OVER PAYROLL FROM 1993-98 
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other provisions, have been shown to be highly influenced by particular circum- 
stances such as incentive compensation plans (Dechow et al., 1994; Chen and Lee, 
1995; Gaver and Gaver, 1998) or a change in management (Francis et al., 1996). 
All this seems to hint at the opportunity to address and quantify the degree of the 
discretion available in measuring the cost of pensions, rather than its actual use to 
implement any of the traditionally studied earnings management policies. ‘So long 
as the management controls the numbers nothing will change’ (Schuetze, 2001, 
p. 11). There are likely to be many different ways to misuse the discretion allowed 
in preparing accounting data depending on the purposes of management and the 
goals they are expected to achieve (Levitt, 1998). 

An indicator of the discretion used by the Italian banks’ management in meas- 
uring the pension cost amount was thus sought. As all Italian savings banks claim 
to determine the annual pension cost as a fixed percentage of the annual payroll, 
the variation coefficients of the cost of pension over payroll ratio over the six 
‘years for each bank were calculated. 
~- The median variation coefficient of the analysed population was 38.99 per cent, 
but a clearer idea of its dispersion can be gained from Figure 2. Those results 
appear to refute the claim of an annual pension cost determined as a fixed per- 
centage of the annual payroll. Indeed the ‘pension cost’ emerged to be quite free 
from any such approach, and often to entail significant annual variations. This 
suggests the presence of a great deal of discretion available to management, irre- 
spective of any use they may have made of it. 
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FIGURE 3 


FINANCIAL EQUILIBRIUM IN NOMINAL VALUES 
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PRESENTATION OF PENSION COST AND LIABILITY 


Analysis of the presentation practice elicits more evidence supporting the idea of 
a practice of significant convenience to the managers and proprietors, compared 
to the practices followed in most other developed countries. 

Regardless of the way the pension cost is determined, the banks’ financial state- 
ments should report a ‘service cost’ (for labour service), an ‘interest cost’ (for the 
deferral service) and, where funding exists, a return on pension fund assets. Curi- 
ously, none of these is currently reported. 

The pension fund item reported in the banks’ balance sheets does not aim to 
express the debt to be paid eventually to the employees. Therefore, it does not 
increase annually by the cost of the services acquired in the year or by the interest 
accrued due to the passage of time. It represents an aggregation of resources 
whose purpose is to guarantee the financial equilibrium. It increases yearly 
through the annual contributions as well as through returns earned on the invest- 
ment of resources accrued in the past. Charging these returns off to the fund is 
then essential to take it to the actuarial reserve level. This is particularly evident 
when Figure 1 is recalibrated in terms of nominal values (see Figure 3). 

The annual provision necessary to take the fund to the actuarial reserve level 
comprises the equilibrium contribution and the charge off of pension fund 
returns. Therefore, given an actuarial reserve, the higher the returns the lower the 
pension contribution. But since both the annual contribution and the charge-off 
are reported in the Italian savings banks’ income account as a unique item line 
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TABLE 3 


EXAMPLE OF TRADE OFF BETWEEN INTEREST COSTS AND PENSION COST 


Raw data 
(a) Pension fund in the balance sheet at 1/1/200X 1000 
(b) Buildings of the pension fund 400 
(c) Pension asset invested as a loan to the bank at 1/1/200X 600 
(d) Net rents on buildings 40 
(e) Interest recognized by the bank on the obtained loan (10%) 60 
(£) Actuarial reserve at 31/12/200X 1300 
(g) Equilibrium contribution of the 200X: (f-[a +d +e]) 200 


Pension cost to be brought to account 


(h) Equilibrium contribution 200 


(i) Charge off of the interest 60 
(j) Charge off of the rents 40 
(k) Pension cost (h +i +j) 300 


Profit and loss account 


Other Positive Components 


Rents 40 
Operating expenses 
Pension cost (300) 


dedicated to the pension cost, this behaviour distorts the income information, 
generating an undue increase of labour expenses. 

In most cases the resources formally destined for the pension fund are instead 
retained within the bank, commingled with its own resources. This practice is con- 
sidered a form of investment of the pension fund in a single loan to the bank. The 
returns on fund assets are then mainly, and often only, the interest the bank recog- 
nizes to the fund on the borrowed money. Charging those interest accruals off 
through a unique pension cost item creates a clear trade-off between financing 
costs and labour costs reported in a bank’s income account. What should be an 
interest cost to the employer ends up being shown as a charge against the pension 
asset returns and is then reported as a personnel cost. As the Table 3 calculations 
demonstrate, the returns obtained on pension assets are inexplicably interwoven 
with the banks’ investment returns. 

The significant inflation of the pension cost is evident when the Italian practice 
is compared with FASB and IASB prescriptions. Both standard-setting bodies 
require reporting of the sum of service cost, interest cost and the returns on the 
pension assets in a unique, separate line item of the income account. Accordingly 
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a net pension cost is reported within the labour expenses, and its components 
given only as a supplementary disclosure. 

The cost required to be reported among the personnel expenses, even if 
increased by the interest cost, is, at least, net of the return on pension assets. 
Therefore, when the return should equal the interest cost, the definitive cost of 
the plan would only be the cost for the service. In contrast, as a result of the 
approach applied in the Italian banks, the return obtained on the pension assets 
always enhances the pension cost item.’ The difference would be greater if com- 
pared with the data that would emerge under U.K. practice. There, FRS 17 
requires, more correctly in my view, the service cost to be reported within the per- 
sonnel costs and the interest cost and return on assets to be included net as a 
financial item adjacent to interest (ASB, 2000). 

Indeed, particularly in the common event that the plan is only partially funded 
or not funded at all (that is, for example, how it normally works in Germany and 
Italy; FEE, 1995), a pension plan may hide the actual financial operation. Report- 
ing the whole interest cost in the net pension cost datum generates an unnecessary 
set-off between the financing and the operating area of the income account. 

As to the balance sheet, no trace of pension assets exists in the Italian savings 
banks’ financial statements, though, in contrast with international practice, not by 
virtue of an offsetting with the pension liability (FASB, 1986; IASC, 1998; ASB, 2000). 
As Italian pension plans in most cases are formally funded, pension assets do not 
formally exist. But, even in those cases where separate fund assets invested 
outside the bank are reported to exist, no distinct indication of this is to be found 
in the balance sheet. Nor is the pension fund balance net of these assets to be 
found, since, as is well known, it has to equal the actuarial reserve. Those assets 
remain lumped together, indistinguishable from the other bank assets. 


SOME IMPLICATIONS OF THE ITALIAN APPROACH TO THE 
PRESENTATION OF PENSION COST 


Possibly it is naive to suggest that the inconsistency of the anomalous practice rel- 
ative to a properly classified profit and loss account has gone unnoticed. Indeed, 
the Cariplo bank, by far the largest savings bank in Italy, presents the ‘pension 
fund earnings charge-off’ as a distinct item line. This hints at an awareness that 
a problem exists. But, presumably, the interest of the stakeholders controlling the 
accounting process is paramount. 

Over the last few decades an increased employee influence on governments and 
on the attitude of the society towards specific separate firms and the economic 
sector has been observed (Brooks, 1995). Achieving overall approval on the appro- 
priateness of labour cost is consequently of increasing importance to economic 


3 


Applying the FASB or IASB presentation prescriptions in the example in Table 3, and assuming 
the service cost determined according to the projected unit credit method to equal the equilibrium 
contribution (h), would produce, given a discount rate of 10 per cent, a net pension cost, among the 
labour expenses, of jus 260 (200 [service cost] + 100 [interest cost, i.e., 10 per cent of 1.000] ~ 40 
[return on assets]). 
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success. Comparison within the European Union is one of the more effective ways 
to reach this goal. According to the Italian Banking Association 1998 Report, the 
Italian banks’ labour cost is one of the highest in Europe (Prosperetti and 
Durante, 1998, p. 31). That opinion seems to underpin the agreement signed in 
1998 by the property and trade unions of the Italian banks, in which the parties 
had committed to reduce labour cost on the added value ratio by 3.7/4.1 points by 
the end of 2001 (Accordo Quadro, 1998).-The currently available data show that 
the reduction achieved over the end of 1999 was of barely one point (www.abiit/ 
jhtml/home/prodottiServizi/bancaLavoro/statistiche_Lavoro/costoLavoroRetribuzoni/ 
costoLavoroRetribuzioni.jhtml). 

With this in mind, the pension plan income components were reclassified in 
the income account according to their nature and function. The work done and 
the substantial homogeneity of behaviour encountered in less systematic analyses 
suggested reducing the population of banks from fifty-nine to twenty-seven. The 
reduction was random, except for Cariplo bank which was removed both because 
of the uniqueness of its behaviour and its size compared with the rest of the sav- 
ings banks. Nonetheless, the lack of disclosure and the failure to obtain additional 
data through the questionnaires, necessitated many assumptions. ) 

Given the restricted sample, the following items were extracted from the 
annual pension cost line item of the income account: | 


1. The charge-off of the returns obtained on pension assets: When the annual pen- 
sion contribution (the annual pension cost) was reported to entail a charge-off 
of returns on pension assets, but the amount was not indicated, it was assumed 
to be a medium rate of 6 per cent on the assets invested outside the bank. 

2. The charge-off of the interest recognized by the bank itself on fund resources 
borrowed by the bank. Where not indicated in the notes, the interest was cal- 
culated on the basis of the fund resources amount. Even if an interest cost is 
not expressed, the bank is borrowing money from the fund. Were those 
resources otherwise invested, the charge-off of the results would reduce the 
contribution necessary to take the fund to the actuarial reserve level and, 
therefore, the pension cost to be brought to the profit and loss account. As far 
as the choice of interest rate is concerned, it suffices to show the relation 
between the amount of the rate applied and the results in terms of corporate 
governance. Thus Table 4 shows the variations in pension cost due to a series 
of four different rates relative to the medium 6 per cent rate.‘ 


This, of course, reduces also the weight of the labour cost over the added 
value ratio (Table 5), so that any reported comparisons with other EU Members 
should perhaps be reviewed. In some countries, for example Sweden, where the 


* In a financial approach the economic nature of the returns the bank recognizes to the pension fund 
is for any interest paid. Therefore, given the reduced risk of the Italian banking sector, the hypo- 
thesis applied seems to be realistic. For example, General Electric’s expected average return on 
pension assets is 9.5 per cent where the return obtained in 1997 was 19.8 per cent. For a wider ana- 
lysis over the rates employed in the U.S. see Blankley and Swanson (1995). For a mathematical 
perspective on the rate problem see Brown and Taylor (1938). 
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TABLE 4 


VARIATION OF PENSION COST AND LABOUR COST 


Rate (%) Sample average reduction Sample average reduction 


in pension cost item (%) in total labour cost (%) 
5 53.65 5.76 
6 58.92 6.29 
T 65.99 6.82 
8 72.16 7.36 
9.5 81.00 8.15 
TABLE 5 


VARIATION OF LABOUR COST OVER ADDED VALUE RATIO® 


Rate (%) Not revised (%) Revised (%) Percentage Absolute 


variation (%) variation (points) 
5.00 42.83 41.12 -4.17 ~1.71 
6.00 42.83 40.98 -4.51 -1.85 
7.00 42.83 40.85 -4.87 ~1.99 
8.00 42.83 40.71 -5.22 -2.13 
9.50 42.83 40.5 ~5.77 -2.33 


unfunded pension plans are widespread, the interest component is reported in 
financial expenses. In others, for instance in the U.K. and Ireland, where funded 
plans are more common, the net of interest cost and returns on pension assets will 
be reported in the financial section of the income account. In any case, in all the 
countries where the unit credit method is applied (Austria, Belgium, the Nether- 
lands, Portugal, Norway, Spain; see Table 2), the pension cost will be net of 
returns on fund assets. 

Finally, there are some implications in terms of possible concealment of related 
parties’ transactions. The provision to be accounted for every year has to be of 
such an amount as to equate the fund with the actuarial reserve level. Since the 
provision is the sum of the charge-off of the pension fund returns and an annual 
contribution, the higher the former the lower the latter. But, since the charge-off 
and the pension cost are aggregated in the same line item, this does not have any 


5 The added value is a fairly well known figure in the Italian banking sector and is known as margine 


di intermediazione. It is expressed net of the charge-off on the resources invested within the bank. 
Indeed, once this has been taken away from the pension cost it has to be located in the same section 
where the relative returns are. In practice, it is difficult to know where these returns are reported, 
but it is certain that they are included in the added value. This is the most pessimistic consideration 
of this article. 
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effect on the profit and loss account and therefore on the ratios discussed above. 
The pension cost reported in the income account is independent of the fund per- 
formance. This practice attracts little attention to the criteria used in the evalu- 
ation of pension fund investments that are never disclosed. It leaves room to 
reduce the banks’ operating expenses every time they undertake a transaction 
with the fund. For example, when banks rent a building from the pension fund— 
quite a common occurrence anecdotal evidence would suggest—the pension cost 
is the same regardless of the price paid. The bank may be motivated to keep the 
rental cost low in order to reduce its operating expenses, to the detriment of the 
performance of the pension fund, whose returns: (a) are not disclosed in its 
income account; (b) are seldom indicated in an attached report; and (c) do not 
affect the personnel cost level. 

If an agreement is reached upon the removal of the charge from the pension 
fund’s returns from the operating area, whether determined on the market or 
determined in a nominal way, the necessity to evaluate such a return in a reliable 
way has to be faced. 

A number of reporting implications emerge, in particular: 


1. Identifying all the transactions with the employer or other related parties and 
verifying the significance of the prices set; 

2. Distinguishing the pension fund assets from the other bank’s assets and evalu- 
ating them at fair value; and 

3. Identifying the appropriate interest rate to be used in calculating the return to 
be recognized on the pension plan asset indistinctly invested within the bank. 


CONCLUSIONS 


This analysis has proceeded on a primary premise that comparing Italian with 
international practice may trigger a revision of deeply rooted and misleading 
(though infrequently questioned) domestic practices. This is not to suggest that for- 
eign practices, as well as international standards, are free from bias and political 
lobbying. Nonetheless as the diversity triggers a questioning process that could 
otherwise lie dormant, the authority of the international recommendations may 
facilitate national change processes. 

An analysis of Italian savings banks’ accounting for the cost of their defined 
benefits pension plans offers evidence in support of the above premise. A practice 
inconsistent with the nature of a pension plan intended as deferred remuneration 
has remained unquestioned in Italy, notwithstanding extensive overseas debate 
over accounting for the cost of pensions. Despite the frustrations of gathering 
definitive survey information on the financial elements of the savings banks’ 
pension plan operations, analysis here of the data gleaned from their financial 
statements has demonstrated that Italian practice facilitates generally greater 
discretion in determining the annual pension cost and pension liability than inter- 
national practice. While it was not possible to provide evidence consistent with 
the proposition that such discretion is used to ‘income smoothe’ (as the informal 
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interviews might have suggested), Italian practice was found to be consistent with 
a strategy to enhance management salary bargaining strength through an undue 
inflation of personnel costs, and to facilitate concealment of related party trans- 
actions between the banks and a pension fund. This occurred, notwithstanding 
that the law requires pension fund resources to be kept completely separated. 
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Harmony, Statistical Inference with the 
Herfindahl H Index and C Index 


The Herfindahl H index and C index provide measures of harmony of 
accounting measurement practices by summarizing the extent to which 
companies use the same accounting practice. While the values of these 
indices are compared to obtain some idea concerning the relative har- 
mony of accounting practice, standard errors for these estimates are not 
generally provided. That is, an index is calculated from a sample but no 
guidance is provided concerning likely values of the index in the popula- 
tion from which the sample was drawn. The present article fills this gap 
in the literature by providing formulae to estimate the standard error of 
the H and C indices calculated from a sample. The formulae are illus- 
trated with several examples from the literature to show how conclusions 
are either enhanced or modified by the addition of these standard errors. 
It is shown that while both indices are biased, this bias is generally neg- 
ligible. It is hoped that in future authors will quote not only the value of 
the index itself but also the standard error so differences between index 
values (both within and between studies) can be judged as being either 
significantly different or explainable by sampling variation alone. 


Van der Tas (1988), in response to many organizations concerned with the issue 
of harmonization of financial reporting (including the U.K. Accounting Standards 
Committee, the U.S. Financial Accounting Standards Board, the International 
Accounting Standards Committee and the European Union), suggests quantify- 
ing the degree of harmony of financial reporting practices with the Herfindahl 
index (H index). He also suggests the C index as an alternative to the H index. 
For international harmonization, van der Tas (1988) points out that the degree of 
harmony can be quantified with either the H index or the C index by simply ignor- 
ing the country a company is from and treating all the companies as coming from 
a single population. As an alternative, he also suggests an I index which makes a 
comparison between the relative frequencies of accounting methods used within 
the different countries, but Herrmann and Thomas (1995) note problems with the 
sensitivity of this index to relative frequencies of 0. Archer and McLeay (1995) 
suggest a modified I index that represents a better generalization of the I index; 
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however, this also suffers from problems of relative frequencies of 0. Archer et al. 


` (1995) explore the mathematics of the C index and show how it can be decom- 


posed into within-country and between-country comparability indices. Pierce 
and Weetman (2000) explore the consequences of non-disclosure on indices of 
harmony. 

Tay and Parker (1990) state ‘[t]he main problem with concentration indices is 
that no significance tests have been devised to indicate how trivial or significant 
(statistically) variations in index values are’. That is, when we have several values 
of an index calculated under different circumstances (such as different indices 
for different countries), we cannot be sure that any observed difference is due to 
different degrees of harmony or whether it could be due to sampling variation. 
Van der Tas (1992) accepts this criticism. Indeed, while there is some argument in 
the literature over which index is superior, there appears to be general agreement 
over the need for statistical significance tests of these indices (see Tay and Parker, 
1990, 1992; van der Tas, 1992). 

Here, a solution to this problem is proposed by providing formulae for the 
standard error of the H index and C index. These formulae avoid the necessity to 
perform computer intensive bootstrapping such as those adopted by Canibano 
and Mora (2000). Also, this article shows that while both indices are biased, the 
bias of the H index is negligible in moderate to large samples and the bias of the 
C index is negligible in moderate to large populations. These results are used to 
add standard errors to figures that van der Tas (1988) used to illustrate trends in 
the H index and some conclusions of van der Tas are re-examined in this light. 
The results are then applied to data from Herrmann and Thomas (1995) on the 
level of harmony of accounting measurement practices in the European Union. 
The purpose of this article is not to provide a critique of the various harmoniza- 
tion indices but to note that the H and C indices can both be used to measure 
national and international harmony (van der Tas, 1988). Results are only reported 
for the H index here because results for both indices are similar. 

Archer et al. (1996) propose another approach with a statistical model of har- 
monization which they show is related to the C index. Their concept of harmony 
is different and more concerned with whether the distribution of accounting 
methods used is the same for each country rather than whether companies use the 
same method:.Furthermore, they concentrate on-statistical hypothesis testing 
while here we quantify the accuracy of our estimates of the level of harmony with 
standard errors. 


STATISTICAL INFERENCE FOR THE HERFINDAHL INDEX 


Notation 
The Herfindahl index for a sample of n companies is given by 


H => p? (1) 
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where H = Herfindahl index, 
M = the number of accounting methods, and 
p; = the relative frequency in the sample of accounting method i. 


Usually equation (1) is applied to the relative frequencies p, calculated from a 
sample of companies; however, it could also be calculated from the relative fre- 
quencies of all the companies in the population. This latter value is referred to as 
the population Herfindahl index and denoted by H,. It is given by 


M 
H, = pa (2) 
je] 


where 7, = the relative frequency in the population of accounting method i. 

Thus H, and 7, correspond to H and the p, but relate to the accounting methods 
used by all the companies in the population and not just the companies in the 
sample. 

The calculation of the H index from a sample of companies is viewed as an 
attempt to measure the Herfindahl index for the population of companies from 
which this sample is selected. This suggests two important questions which are 
now answered. Firstly, can the value of the H index calculated from such a sample 
be expected to be close to the population Herfindahl index H,, and secondly, how 
close can one expect it to be? These questions are answered below by deriving 
formulae for the bias and standard error of the Herfindahl index H. 


Bias 
The expected value of the Herfindahl index is derived in Appendix A to be 


E(H) = >? n? + Y (l -— r)n (3) 


where E(*) denotes the expectation operator. Since the first summation in this 
expression is equal to the population Herfindahl index H,, the bias of H is 
given by 


M 


S nC- min = (1 - H,)in. (4) 


Note that since H, < 1 the bias is positive (except for the trivial case where H, = 1, 
in which case H is unbiased). Thus, on average, the sample Herfindahl index H is 
greater than the population Herfindahl index H,. Although this bias is higher 
when H, is smaller, it can never be greater than 1/n, suggesting that the bias will 
be negligible in moderate to large samples. For example, for a sample of fifty com- 
panies, the bias associated with H must be at most 0.02. This small bias suggests 
that on average the sample Herfindahl index will be close to the population 
Hefindahl index, so now let us examine how close the sample and population H 
indices are likely to be. 
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Standard Error 
The variance of the sample Herfindahl index H is derived in Appendix B to be 
M M Fi 
oh = Sa, +29, Y by - (EH)? (5) 
i=] im] ful 


where 
a, = (m; + 7(n — 1)n? + 6(n - Dn — Dr? + (n -i)n - D (n - 3J Vr’ , 
b; = (n -1)(n — 2)(n — 3j? + (n — 1)(n — Jam (u + T) + (n -Ian yn , 
and E(H) is given by equation (3). 
The standard error of H, Op, is given by the square-root of its variance, Oy = Jok ; 


Although this formula for the standard error of the H index depends on the rel- 
ative proportions in the population, m, an accurate estimate of the standard error 
can be obtained by substituting the sample proportions p, for 1, in the expressions 
for a, and b,. The resulting estimate of the standard error is accurate, especially in 
large samples, because p; is an unbiased estimate of n; (in much the same way as 
sample standard deviations are used to estimate standard errors of the sample 
mean even though the formula for the standard error of the sample mean involves 
the population standard deviation and not the sample standard deviation). 


STATISTICAL INFERENCE FOR THE C INDEX 


Notation 
The C index for a sample of n companies is given by 


J 
C= H ooo 6 
n(n —1) (8) 
where x, 1s the number of companies using accounting method j. 

Unlike the case of the Herfindahl index, the population C index—calculated 
using formula (10) but with x, and n calculated using the corresponding numbers 
of companies in the population—depends not only on the relative frequencies 1, 
of companies in the population using each accounting method, but also on the 
number of companies in the population. 

The expected value of the C index is derived in Appendix C to be 


E(C)=C,+(1—C,)/N 


where C, is the population C index and N is the number of companies in the popu- 
lation. Hence the C index is a biased estimate of the population C index with 
bias equal to (1 — C,)/N. Thus, on average, the sample C index is greater than the 
population C index. However this bias will be negligible for moderate to large 
populations. 
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The variance of the sample C index is derived in Appendix D to be 


0% = yee soap Se EES J-a] 


where 
a, = n(n — 1j? ((n — 2)(n — 3Jn? + 4(n — 2n; + 2), 
b, = n(n —1)(n — 2)(n — 3)ninj , 


and m% = the relative frequency in the population of accounting method j. 
The standard error of C, Oo, is given by the square-root of its variance, Oc = for. 


Although the population proportions m, are generally unknown, an accurate 
approximation to the standard error for the C index can be obtained by substitut- 
ing the sample proportions. 


ADDITION OF STANDARD ERRORS TO EXAMPLES 
IN VAN DER TAS (1988) 


The use of the H Index to measure harmonization of financial reporting was intro- 
duced and illustrated by van der Tas (1988). Here standard errors are added to 
two of these examples, example JJ, accounting for the WIR (investment tax 
credit) in the Netherlands, and example IV, the WIR equalization account in 
the Netherlands. Further details of these examples, including the raw data, are 
provided in van der Tas. Now standard errors are added to the figures of the H 
index in van der Tas to show how these either reinforce or suggest alternative 
conclusions to those made by van der Tas without the benefit of these standard 
errors. 


Accounting for the WIR (Investment Tax Credit) in the Netherlands 

Figure 1 shows the figure of the H index for the WIR in the Netherlands from van 
der Tas (1988) after +2 standard error bars have been added using equation (5) 
above. It is noted that while van der Tas quotes H index values to three decimal 
places, the high standard errors of about 0.05 suggest that this overstates their 
accuracy. 

Van der Tas (1988, p. 161) made the following final conclusions based on his 
figure without standard errors: ‘[t]he figure shows clearly a strong increase in the 
H index. The draft guideline had a slight impact on the degree of harmony at the 
very time when the process of harmonization stopped’. From the £2 standard error 
bars on Figure 1 it is clear that this ‘slight’ increase in harmony from 1983 to 1984 
is also statistically insignificant. The evidence of a strong increase in harmony is, 
however, perhaps not as strong as one may be led to believe without the standard 
errors. Indeed, the statistical evidence that the H index in 1984 is greater than any 
year Other than 1978 is statistically insignificant. Thus the standard errors on 
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FIGURE 1 


H INDEX (WITH +2 STANDARD ERROR BARS) FOR THE WIR IN THE NETHERLANDS 
AS DESCRIBED IN VAN DER TAS (1988) 
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Figure 1 do not provide statistical justifications of the conclusions by van der Tas 
but suggest alternative explanations. 


Accounting for the WIR Equalization Account in the Netherlands 

Figure 2 shows the figure of the H index for the WIR equalization account in the 
Netherlands from van der Tas (1988) after +2 standard error bars have been 
added using equation (5) above. Van der Tas made the following final conclusions 
based on his figure without standard errors: ‘the fluctuations of the H index are 
plotted, showing a slight increase from 1978 to 1983 and a big increase in 1984, 
caused by the new legislation’ (p. 163). From the +2 standard error bars on 
Figure 2 it is clear that the ‘big increase’ in 1984 is statistically significant and 
unlikely to be the result of sampling variation alone. The ‘slight increase from 
1978 to 1983’, however, is statistically insignificant and so this difference in the 
index values for 1978 and 1983 could be the result of sampling variation and not 
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FIGURE 2 


H INDEX (WITH +2 STANDARD ERROR BARS) FOR THE WIR EQUALIZATION 
ACCOUNT IN THE NETHERLANDS AS DESCRIBED IN VAN DER TAS (1988) 
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a change in harmony in the population. Thus the standard errors on Figure 2 pro- 
vide statistical justification for the statements made by van der Tas. 


COMPARISON OF FAIRNESS AND LEGALISTIC EUROPEAN 
COUNTRIES 


Herrmann and Thomas (1995) examined the level of accounting harmony in 
Belgium, Denmark, France, Germany, Ireland, the Netherlands, Portugal and 
the U.K. They did so by examining the 1992/93 annual reports of some companies 
from these countries and concluded in their abstract that: ‘[t]he results also 
demonstrate that the extent of harmonization is greater among fairness oriented 
countries than amongst legalistic countries’. They reached this conclusion by 
comparing the average four-country I index for the fairness countries (Denmark, 
Ireland, the Netherlands and the U.K.) of 0.7945 with the average four country I 
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index for the legalistic countries (Belgium, France, Germany and Portugal) of 
0.5501. These averages were taken over the nine accounting practices they consid- 
ered. No attempt was made to examine whether these values are significantly dif- 
ferent in a statistical sense. 

A more rigorous statistical treatment of this data is now provided by comparing 
the Herfindahl index for the companies from the fairness countries with the 
- Herfindahl index for the companies from the legalistic countries for each of the 
nine accounting practices. By calculating the standard errors for these values it is 
possible to determine when the level of harmony in the fairness countries is 
‘significantly different to the level in the legalistic countries. When the difference 
is not statistically significant one must accept that the observed differences could 
be explained as sampling variation due to the fact that we have only examined a 
small number of companies and not all the companies in the population. Doing so 
leads to general agreement with the above conclusion of Herrmann and Thomas 
(1995), although examining each accounting practice separately adds additional 
insights into the level of harmony within these two groups of countries. By com- 
puting the H index for companies in either the group of fairness countries or the 
group of legalistic countries, harmony is defined as the extent to which companies 
within either group use the same method. Using the I index or between country 
C index emphasizes the comparison of companies in different countries at the 
expense of harmony within countries. The H index provides a measure of the 
overall harmony of companies within each group. 

Table 1 provides summary data for the nine accounting practices. For example, 
the value H = 0.51 for fixed asset valuation within the fairness countries was cal- 
culated from the observation that fifty of the companies from the fairness coun- 
tries of Denmark, Ireland, the Netherlands and the U.K. used the historical cost 
method while the remaining sixty-four used the modified historical method (these 
data can be obtained directly from Table 1 of Herrmann and Thomas, 1995). This 
gives relative proportions of p, = 50/114 = 0.439 and p, = 64/114 = 0.561. These 
values, together with the total number of companies n = 114, yield the Herfindahl 
index from equation (3) and its standard error through equation (5). Table 1 also 
indicates whether the Herfindahl index for the fairness countries is significantly 
larger (>), significantly less (<), or insignificantly different (~) from the Herfindahl 
index for the legalistic countries. 

For five of the nine accounting practices (depreciation, research and develop- 
ment, inventory costing, foreign currency translation of assets and liabilities, and 
treatment of translation differences) it is clear from the standard errors that the 
value of the Herfindahl index is significantly higher for the fairness countries com- 
pared to the legalistic countries. That is, if the population Herfindahl indices for 
these two groups of countries had been equal then it would be very unlikely for 
the sample Herfindahl indices to be as different as they were. 

The accounting practice of foreign currency translation of revenues and 
expenses is atypical in that the level of harmony is also significantly different, but 
in this case the companies from the fairness countries are significantly less-harmon- 
ized. As noted by Herrmann and Thomas (1995), 80 per cent of companies from 
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TABLE 1 
HERFINDAHL INDICES, THEIR STANDARD ERRORS AND A STATISTICAL 


COMPARISON OF THE FAIRNESS COUNTRIES AND LEGALISTIC COUNTRIES 
AS DESCRIBED IN HERRMANN AND THOMAS (1995) 


Measurement practice Fairness countries Statistical Legalistic countries 


H index SE comparison“ H index SE 

Fixed asset valuation 0.51 0.013 < 0.59 0.037 
Depreciation 0.95 0.028 > 0.53 0.025 
Goodwill 0.80 0.048 s 0.81 0.051 
Research and development 0.86 0.056 < 0.51 0.027 
Inventory valuation 0.74 0.051 æ 0.75 0.049 
Inventory costing 0.61 0.085 > 0.29 0.021 
Foreign currency translation 0.98 0.019 > 0.73 0.052 
of assets and liabilities 

Foreign currency translation 0.54 0.027 < 0.82 0.051 
of revenues and expenses 

Treatment of translation differences 0.94 0.033 > 0.75 0.054 


* The standard error of the difference in the H indices is the square root of the sum of the squares of 
the standard errors of the indices. The statistical comparison compares the difference in the H indices 
with two standard errors of this difference. 


Denmark used the current method while, at most, 33 per cent of the companies 
from any of the other countries used this method. Excluding Denmark from the 
fairness countries, however, only raises the H index from 0.54 to 0.64 (SE = 0.051) 
which is still significantly loweg than the index value of 0.82 (SE = 0.051) for the 
legalistic countries. Thus Denmark alone cannot explain the lack of harmony in 
the fairness countries compared to the legalistic countries. 

While the sample Herfindahl index values for goodwill and inventory valuation 
are lower for the fairness countries, these are only 0.01 lower than the corres- 
ponding values for the legalistic countries. This is much smaller than the magni- 
tudes of the standard errors and so one can conclude that this difference can 
easily be explained by sampling variation. These data are consistent with the level 
of harmony among fairness countries being equal to the level of harmony among 
legalistic countries for goodwill and inventory valuation. 

The level of harmony of fixed asset valuation among fairness countries (H = 
0.51, SE = 0.013) is lower than among legalistic countries (H = 0.59, SE = 0.037). 
This difference of 0.08 in the indices has a standard error given by the square-root 


of the sum of the squares of the two standard errors, ./0.013? + 0.0377 = 0.039, 


and so this difference is just over two standard errors away from zero. Thus, 
while close, there is a suggestion that you would not expect these two sample 
Herfindahl! indices to be this different if the population Herfindahl indices for 
fixed asset valuation were in fact equal. The evidence that the level of harmony of 
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fixed asset valuation in the fairness countries is less than the legalistic countries is, 
however, marginal compared to the strong evidence for translation of revenues 
and expenses. 

Finally, we emphasize the difference between our comparison of harmony 
through the Herfindahl index and the chi-squared test for independence through 
the example of goodwill. The chi-squared test for independence provides a 
highly significant result (x? = 115, P < 0.001) while the difference in the sample 
Herfindahl indices (0.80 for the fairness countries and 0.81 for the legalistic coun- 
tries) is clearly insignificant when compared with the standard errors in Table 1. 
This occurs because while the level of harmony in the two groups is similar, the 
choice of method is significantly different between the two. In the sample, 81 per 
cent (89/110) of the companies in the fairness countries used the write-off method 
rather than capitalize, but the corresponding proportion for the legalistic countries 
is only 11.5 per cent (9/78). While this difference represents a lack of harmony 
between the two groups of companies, and is likely to be of interest, it also repres- 
ents a similar level of harmony within the two groups of companies. Thus the chi- 
squared test is not suitable for comparing the level of harmony in different countries. 


DISCUSSION 


Harmonization indices are routinely calculated and reported to summarize the 
level of harmony of accounting measurement practices. Although typically not 
stated explicitly, these are usually based on a sample of companies rather than all 
the companies in the population of interest. In distinguishing between the index 
based on the sample and the index based on the population, it has been shown 
how the sample H and C indices are biased estimates of their corresponding popu- 
lation indices but that this bias is typically negligible. While not surprising, it is of 
comfort to know that the indices based on a sample will, on average, be close to 
the value of the indices in the population. 

Also provided was a formula for the standard error of the sample H and C 
indices which provides a numerical assessment of how close one can expect the 
sample index to be to the population index. This is of immediate interest because 
it provides an assessment of the accuracy of any chosen sample to estimate the level 
of harmony in a population of companies. It also allows comparisons statistically 
of the levels of harmony in two or more different populations. The article also 
shows how conclusions concerning harmony in the literature can be reinforced or 
modified when standard errors are added to valùes for the Herfindahl index. 

The lack of methodology to address the question of the statistical significance 
of harmonization indices of accounting measurement practices has been discussed 
at length in the recent literature as one of the major problems with the use of 
these indices. By presenting a.solution to this problem it is hoped that in future, 
standard errors will routinely be presented along with the value of the index itself 
so that the statistical significance of these results can be more readily obtained. 
This will not only enhance the paper in which the index value is reported, but will 
also enable readers to make more informed comparisons between index values 
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reported in different papers for different situations, such as different countries or 
accounting issues. 
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APPENDIX A 


To derive equation (3) first derive the expected value of p?, the square of the 
relative frequency of method i in the sample. From equation (4.2) on page 51 of 
Johnson and Kotz (1969), 


E(X?) = nt; + n(n —1)n? 
where X; is the frequency of companies in the sample using accounting method i. 
Note that we have used the fact that the marginal distribution of X; is binomial 
(see Johnson and Kotz, 1969, p. 281) but this result also follows from their equa- 
tion (10) on page 284. Since p; = X;/n, 
E(p?) = min + (n —I)nj/n = n? + m — myn 


and hence, since taking expectations is a linear operator (equation 91; Johnson 
and Kotz, 1969, p. 17), 
M | M M 
E(H) = E| $p? |= $ Ee?) = Dn? +S na- n)a 
i=l 1 æl 


as required. 
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APPENDIX B. 


To derive equation (5) use the definition of the variance of H, of = E(H’) - (E(A))’, 
and note that 


i-i 


rems ($a) = 3H) + 3 Poir) = YE) +23 S Eoi 


îmi jei Hi jal 


where this last equality follows from the fact that E(p? p?) = E(p? p? ). Comparing 
with equation (5), it suffices to show that E(p/) equals the expression for a, and 
that E(p;p?) equals the expression for by. 

From equation (4.4) on page 51 of Johnson and Kotz (1969), 


E(X}) = E(X}) + TE(X) + 6E(XP) + EX) 
= nn, + 7In(n — I? + 6n(n — 1)(n — 2)nj + n(n — 1)(n — 2)(n — 3)n} 
and dividing by n‘ you obtain 
E(p}) = (1, + 7(n — 1)n} + 6(n — 1)(n - Dri + (n —1)(n — 2)(n — 3jrj y/n? 


which is the expression for a;. 
Equation (10) on page 284 of Johnson and Kotz (1969) states that the expecta- 
tion of 


8) x 908) x... xx is E(x? x x x... x xe) = nE x x EX XTY, 
where y =yx(y- ise, .x(y-r+1). 
Using this result (several times): 
E(X} X?) = E(X,(X, - X; (X; — 1) + E(X: X; (X; - 1) 
+ E(X,(X, — DX, ) + E(X; X;) 
= E(XP XP) + E(XPXP) + E(XPXP) + E(XPXP) 
= n(n — 1)(n -2)(n —3)n?n? + n(n —1)(n -2)n;n?} 
+ n(n — 1)(n —2)njr, + n(n — 1r;n, 
so dividing by n‘ produces: 
E(pip}) = ((n - 1)(n — 2)(a — 3) Pn} + (n — 1)(n ~ 2yr? 
+ (n -1)(n — 2min; + (n — n,n; yn 
which equals the expression for b,. 


APPENDIX C 


Using the result stated in Appendix A from Johnson and Kotz, the fact that the 
expected number of companies using method j is Nx, and n, = N,N where N, is 
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the number of companies in the population using method j, the expected value of 
the C index is 


E(C) = 





X -DD = yD ER - EH) 





1 
~ —1) 
=a + hatin + n(n — 1)? — nn) = Zi 


= J 
ai E Wn 4 
N Nelta N N 


2G eras +- CyN since 
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1 J 
C, = ay EN 1) = NON n $m] 
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APPENDIX D 
Since 


o2 = E(C*) —- (E(C))* and E(C) = Sa and 
E(C*) = ar La — | 


= — E 2 Ej? (x; — 17] + £ X Elx xe x, =), =) 
n*(n — 1) jal jal kéj 


it suffices to show that the expression for a, equals E[x?(x, — 1)*] and the expres- 
sion for b; equals El x)x.(%j — 1)(x, -1)]. 

Using r; = r, = 2 in equation (10) on page 284 of Johnson and Kotz (1969) gives 
E(x- 1) — 1)) = by. Furthermore, E(x?(x, — 1)?) = E(x!) + 4E (x) + 2E (x) 
which after multiple application of the result in Johnson and Kotz (1969) equals 
the expression for a. 
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Earnings and Impression Management 
in Financial Reports: The Case of 
CEO Changes 


This article examines earnings management, as well as the presentational 
format of graphs (impression management) in the financial reports of sixty- 
three Australian listed public companies that changed chief executive 
officers (CEOs). Prior U.S. evidence generally suggests downward earn- 
ings management in the year of senior management changes and upward 
earnings management in the following year (Pourciau, 1993). We argue 
that new managers not only have incentives to manage earnings but also 
have similar incentives to manipulate the impressions created by graphs 
in financial reports. Examining earnings and impression management at 
the same time also provides an opportunity to distinguish between altern- 
ative explanations for any observed earnings management. In the year of 
CEO change, we hypothesize and find evidence of downward earnings 
management and some limited evidence of unfavourable impression 
management of the key financial variables (KF Vs) graphed. As posited, 
we find evidence of upward earnings management and some evidence of 
favourable impression management in the year after a CEO change. 
These results are strongest for the subsample in which the CEO change 
was prompted by a resignation rather than a retirement. 


Key words: CEO changes; Earnings management; Graphs; Impression 
management. 


Anecdotal and empirical evidence suggest downward earnings management in the 
year of a chief executive officer (CEO) change and upward management in the 
following year. The context-specific evidence from the U.S. is generally consistent 
with incoming CEOs ‘taking a bath’ (Strong and Meyer, 1987; Elliott and Shaw, 
1988; Murphy and Zimmerman, 1993; Pourciau, 1993). This may allow the new 
management team to attribute poor performance to its predecessors, support claims 
of being better managers, and establish a low base for executive compensation 


JAYNE GODFREY is a Professor, PAUL MATHER an Associate Professor and ALAN Rawsay an Associate 
Professor in the Department of Accounting and Finance, Monash University. 

The research assistance of Racquel Po, Alec Craig and Bruce Cheng is gratefully acknowledged, The 
article has benefited from the helpful comments of Rob Brown, Mike Jones, Graham Peirson and 
three anonymous referees. Participants at research seminars at La Trobe, Macquarie, Monash and 
Newcastle Universities, the 2000 Financial Reporting and Business Communication Annual Confer- 
ence in Cardiff as well as the 2001 Accounting Association of Australia and New Zealand Conference 
in Auckland are also acknowledged. Nevertheless, the usual caveat applies. The Monash University 
Research Fund provided financial support for this project. 


95 


ABACUS 


tied to reported earnings. In this article it is argued that new CEOs not only have 
incentives to manage earnings but also have similar incentives to manage the 
impressions created by graphs in financial reports (impression management). 
Hence, earnings and impression management are examined in the financial 
reports of Australian listed public companies making CEO changes. The specific 
research questions are: (a) do managers engage in downward earnings manage- 
ment and unfavourable impression management in financial reports in the year of 
a CEO change? and ‘b) do managers engage in upward earnings management and 
favourable impression management in the year after the change? 

Apart from Wells (2002), who studies earnings management only, it appears 
that there is no academic research focusing upon the financial reporting around 
Australian CEO changes. However, the Australian financial press illustrates the 
perception that, in practice, such earnings management at the time of CEO 
changes is considered routine: 


‘We are disappointed on the costs,’ said one analyst. “They have brought forward a lot of 
expenses this year te make it easier for the new CEO over the next two years.” 


Newly installed Woolworths Ltd chief executive Mr Roger Corbett has dismissed market 
speculation that the company’s flat half-year result released last week was understated as 
a way to discredit the company’s former boss Mr Reg Clairs.? A companion article states, 
‘I don’t think the old management would have reported this result’. 


The newly appointed CEO does not want to be burdened by a predecessor’s decisions— 
and the lower the start point, the better subsequent performance will appear. If the write 
downs are too severe, there are always ways of bringing them back as profit, and making 
the new management look all the better.’ 


Impression management (Neu, 1991) is a strand of the financial disclosure 
literature that examines managers’ attempts to manage the interpretation of 
financial reports. It occurs when management selects the information to display 
and presents that information in a manner that is intended to distort readers’ per- 
ceptions of corporate achievements. A significant aspect of this literature is the 
communication of financial and other information via graphs. There has been 
extensive research into the choice of graphs to be included in annual reports 
and into distortion in the construction of these graphs (e.g., Steinbart, 1989; 
Beattie and Jones, 1992, 1999, 2000a, 2000b; Mather et al., 1996; Frownfelter and 
Fulkerson, 1998). More recent work extends to the investigation of graphs in 
other financial reports, such as IPO prospectuses (Mather et al., 2000). In general, 
these studies present evidence that the choice of graphs and distortion of graphs 
in financial reports give a favourable impression of management’s performance. 


1 Australian Financial Review, 20 November 1997, p. 1. 
? Business Australian, 24 February 1999, p. 28. 
? Business Australian, 24 February 1999, p. 28. 


* Business Australian, 24 April 2000, p. 32. 
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A theory of the management of corporate financial disclosure (Gibbins et al., 
1990) sees a firm’s disclosure outputs as a function of several variables including 
the firm’s internal structure and politics, and illustrates the key role played by the 
CEO in determining a firm’s disclosure position: 


It was often clear that management’s attitudes towards disclosure reflected the CEO’s 
attitudes.° 


_ [D]isclosure position is influenced by (and may influence) several internal organizational 
factors, such as the firm’s history, its financial performance, the personality and prefer- 
ences of its CEO.° 


A problem with the prior, context-specific earnings management research is 
that it has been unable to distinguish between management opportunism and 
accurate reporting of firms’. underlying economic performance (requiring recogni- 
tion of necessary write downs) as explanations for results obtained (see Dechow 
and Sloan, 1991). Any manipulation of graphs, however, suggests opportunism 
rather than accurate reporting. We therefore argue that if there is evidence con- 
sistent with both the hypothesized earnings and impression management beha- 
viour in the periods surrounding CEO change, then the additive nature of this 
evidence supports opportunism as an explanation. 

It is hypothesized that downward earnings management will occur in the year of 
a CEO change. Also, managers are predicted to choose key financial variables 
(sales, profit, earnings per share and dividends) to be graphed and to distort the 
graphs of these key financial variables (KFVs) to give an unfavourable impression 
in that year. In the year of CEO change, evidence of downward earnings manage- 
ment is found but, apart from some joint tests, there was no evidence of unfavour- 
able selectivity in the choice of KFVs graphed, or of unfavourable distortion. As 
posited, there was evidence of upward earnings management and the choice of 
KFVs graphed to give a favourable impression in the year after a CEO change, 
but we find no evidence of favourable graph distortion. Further analysis by parti- 
tioning our sample according to the circumstances of the CEO change (retirement 
or resignation) and according to firm size indicates that earnings management and 
impression management are strongest for the sub-sample where the CEO change 
was due to a resignation. We also develop and apply some joint tests of earnings 
and impression management to provide a more direct link between the two. None 
of the joint tests involving distortion is significant; however, there is some evid- 
ence that earnings management and selectivity are directly associated. 

To our knowledge, this is the first study to examine impression management in 
the context of CEO change. It is also the first study to link the earnings and 
impression management literature. Accordingly, this study contributes to the 
literature exploring context-specific incentives for earnings management, impres- 
sion management and the role of accounting in corporate contracting. 


5 Gibbins et al. (1990, p. 131). 
6 Gibbins et al. (1990, p. 139). 
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HYPOTHESIS DEVELOPMENT 


Theoretical Framework 

Jensen and Meckling (1976) describe the agency costs arising from the incentives 
managers may have to engage in opportunistic (self-interested) wealth maximiz- 
ing behaviour at the expense of shareholders. Within this framework, there are 
several incentives for new CEOs to manage accounting information. 


Tenure and the Value of Human Capital New CEOs have incentives to increase 
their welfare by establishing tenure. Fama (1980) points out that managers rent a 
substantial part of their wealth, in the form of their human capital, to the firm. 
The internal and external labour markets effectively revise the future remunera- 
tion of these managers, depending on the perceived success or failure of the firm 
they are managing. Accounting numbers can directly or indirectly influence the 
labour markets’ perceptions of such success or failure. Accounting numbers can 
thereby directly or indirectly affect directors’ and/or shareholders’ decisions to 
renew or terminate CEO contracts. A new CEO wishing to take a ‘big bath’ in the 
year of change and manage earning upwards in the following year (or years)’ is 
consistent with the desire to establish tenure and/or to maximize the value of his 
or her human capital. 


Compensation Contracts ‘There is a paucity of specific detail about bonus plans 
and other incentive schemes used by Australian firms. There is, however, some 
evidence to suggest that target based incentive plans are by far the most com- 
monly used for Australian CEOs (Hay Management Consultants, 1998). Cash (as 
opposed to shares or share options) is the predominant form of payment under 
these plans, and being employed at the beginning of the period is a requirement 
of them. This would suggest that compensation is unlikely to motivate upward 
earnings management in the year of change but may provide such an incentive in 
the year after. 


The Institutional Context of CEO Change 
Vancil (1987) investigates the process of CEO change in large U.S. firms. He 
describes one common process of executive change as the ‘relay process’, which 
provides a smooth transition as control is handed gradually to the successor over 
a period of years. He describes another model of executive succession as the 
‘horse race’. There, several contenders for the CEO position are identified early 
and compete to determine who will become the next CEO. 

Under the relay process, the incoming CEO is in a position to closely monitor 
the decisions of the outgoing CEO. Similarly, the outgoing CEO typically remains 
on the board of directors, and is able to monitor the actions of the new CEO. 


7 It is acknowledged that such behaviour may continue over a longer time horizon but, consistent 
with the prior literature, we confine our analysis to the year of, and the year after, change. 
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Such planned changes minimize the moral hazard problem and provide fewer 
incentives or opportunities for earnings management. 

Often, however, the process of executive change is not orderly and planned. 
Pourciau (1993) distinguishes between routine and non-routine executive change. 
She argues that there are greater incentives and opportunities for earnings man- 
agement in the case of nonroutine change. 

According to Vancil (1987), CEOs face several critical tasks on appointment. 
Two of these are: (a) managing the expectations of the board and senior staff; and 
(b) earning the confidence of all stakeholders by achieving an initial, realistic set 
of performance goals in their first year or two as CEO. Pourciau (1993) argues 
that to manage expectations and set (and reach) achievable performance goals, 
the new CEO has strong incentives to engage in initial downward (profit decreas- 
ing) earnings management with subsequent upward (profit increasing) earnings 
management. Such a strategy sets an initial low benchmark against which per- 
formance is judged and, at the same time, increases the ability of the new CEO to 
subsequently manage earnings upwards. Alternatively, rather than such beha- 
viour being opportunistic, the new CEO may deal with problems previously 
ignored by the old management. In other words, the new CEO is recording write- 
offs that should have been made by the previous management. 

As there are many institutional differences between U.S. and Australian capital 
and labour markets, discussions were held with six senior managers or advisers 
(group of managers) who had first-hand experience of CEO change in Australia. 
These discussions were to enhance our understanding of the Australian institu- 
tional context and assist in development of the research design. More details are 
outlined in the Appendix. The views of this group of managers may be summar- 
ized as follows: 


1. Earnings management at the time of CEO change (referred to as ‘clearing the 
decks’ or a ‘big bath’) is normal and expected; 

2. Such earnings management takes place even where the new CEO is an internal 
appointee; and 

3. The likelihood of such earnings management is significantly reduced where the 
departing CEO continues to serve the firm in some capacity, especially as 
chairman of the board. 


Earnings Management 

The financial disclosure literature emphasizes the incentives that management has 
for ‘selective financial representation’ (Revsine, 1991}. One strand of this literat- 
ure focuses on management manipulation of the underlying accounting numbers. 
As discussed earlier, a possible context for earnings management is senior man- 
agement change. DeAngelo’s (1988) investigation of earnings management during 
proxy contests in the U.S. finds that successful teams manage earnings downwards 
in the year of the takeover and report higher earnings the following year. This is 
used to support their claims of being better managers. Elliott and Shaw (1988) 
and Strong and Meyer (1987) report associations between discretionary write-offs 
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and senior management change in the U.S. While their evidence supports the 
assertion that new managers seek to attribute poor results to their predecessors, 
Pourciau (1993) points out that the evidence is also consistent with the previous 
managers’ failure to make these write-offs when they were necessary. 

In their study of forty-three Australian takeover bids, Eddey and Taylor (1999) 
predict that directors who reject a bid use their discretion to manage current earn- 
ings upwards, in order to support their claim that the bid is inadequate. Similarly, 
they hypothesize that directors who accept a bid use their discretion to manage 
earnings downwards. They do not, however, find statistically significant evidence 
to support these hypotheses. 

In an examination of a variety of financial variables surrounding CEO depar- 
tures in the US, Murphy and Zimmerman (1993) estimate the extent to which 
managerial discretion explains changes in potentially discretionary variables. 
They conclude that changes in R&D, advertising, capital expenditures and 
accounting accruals are better explained by the overall economic performance of 
the firm than by outgoing CEOs exercising discretion. They do, however, find evid- 
ence consistent with incoming CEOs taking a big bath in the year of change. 

From a sample of seventy-three CEO changes in the U.S., Pourciau (1993) finds 
empirical evidence consistent with the hypothesis that incoming CEOs manage 
accruals in a way that decreases earnings in the year of change and increases earn- 
ings in the following year. The most relevant study of earnings management is one 
that examines a sample of sixty-five CEO changes in Australia’s top hundred 
ASX listed companies (Wells, 2002). Wells finds only weak evidence of negative 
unexpected accruals in the period of CEO change, but stronger evidence of earn- 
ings management through abnormal and extraordinary items. Contrary to his 
hypotheses, Wells also finds some evidence of negative earnings management in 
the period following the CEO change. 


Impression Management 

Impression management is a strand of the financial disclosure literature that 
examines management’s attempts to manage the interpretation of financial 
reports (e.g., Gibbins et al., 1990; Graves et al., 1996). A significant aspect of the 
literature studying the content of communications between firms and their various 
stakeholders is concerned with the communication of financial and other informa- 
tion via graphs. 

The effects of graphs on users’ perceptions (e.g., Cleveland, 1985, Ch. 4; 
Lewandowsky and Spence, 1989) and the cognitive implications of presenting 
data in a graphical format (e.g., Kosslyn, 1985, 1989) are well documented. More- 
over, prior accounting research has established that graphical presentation, 


S Of firms making large discretionary write-offs, Elliott and Shaw (1988) find that 39 per cent of their 
sample had experienced senior management change in the period of the write-off. Similarly, Strong 
and Meyer (1987), using a research design involving matched paired samples, find that the most 
significant difference between non-write-off firms and write-off firms is the relatively high occur- 
rence of senior management change in the write-off firms. 
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depending on the decision task and context, affects financial statement users’ 
perceptions and decision making (e.g., Moriarty, 1979; Taylor and Anderson, 
1986; Schulz and Booth, 1995). Complementing this research is a series of studies 
investigating the use of graphs in annual reports (e.g., in the U.S., Steinbart, 1989, 
and Frownfelter and Fulkerson, 1998; in the U.K., Beattie and Jones, 1992 and 
2000a; in Australia, Mather et al., 1996, and Beattie and Jones, 1999; inter-country 
comparison, Beattie and Jones, 2000b). Typically, this research examines the 
selective inclusion of graphs in annual reports and distortion of. the graphs’ 
construction. 


Selectivity In the context of graphs, selectivity refers to the use of graphs and the 
‘choice of variables graphed. In particular, selectivity is concerned with whether 
the decision to include a graph, or a variable within a graph, is related to the 
firm’s performance. Selectivity tests are tests of association between graph 
changes and performance. While suggestive, they do not necessarily establish 
management’s intent. As in the prior literature, the unit of analysis in respect of 
selectivity is the graph rather than the firm. It could be argued that multiple 
instances of selectivity by the same firm do not represent independent cases of 
impression management. On the other hand, each decision to add or remove a 
graph is a separate decision, suggesting that each graph added or removed should 
be analysed. Further, focusing on the individual graph provides an assessment of 
the strength of impression management. For example adding three graphs that 
are all favourable to the firm is stronger impression management than adding one 
such graph. As it is possible for the same firm to make favourable and unfavour- 
able graph changes, the main reason for using the graph as the unit of analysis is 
that selectivity can only be objectively operationalized at the graph level and it is 
unclear how a firm level analysis may be operationalized. 

Steinbart (1989) finds that U.S. firms are more likely to include graphs of key 
financial variables (KFVs) when performance improves, although more recent 
work by Frownfelter and Fulkerson (1998) does not find such an association. 
Beattie and Jones (1992, 2000a) reach a similar conclusion to Steinbart (1989) in 
relation to U.K. annual reports. They find an association between the use of graphs 
of KFVs and performance of Australian firms based on a five-year trend (Beattie 
and Jones, 1999). Mather et al. (1996) also find evidence of selectivity in the pres- 
entation of graphs in annual reports of Australian firms, but only for 1e smaller 
firms in their sample. 


Measurement Distortion Measurement distortion in graphs is concerned with 
whether the portrayed physical magnitude in the graph is proportionate to the 
numerical magnitude being represented. Steinbart (1989) investigates distortion 
in graphs of KFVs (identified as sales, profits and dividends) of 319 U.S. compan- 
ies and finds that ‘on average, graphs of the three variables exaggerated the mag- 
nitude of change by about 11%’ (p. 63). He finds an absolute distortion of more 
than 10 per cent in approximately 26 per cent of the graphs, with overstatement 
and understatement being equally prevalent. In the U.K., Beattie and Jones 
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(1992) find that 30 per cent of graphs of KF Vs (which include EPS as well as the 
three variables used by Steinbart) are distorted by more than 5 per cent, with 
exaggeration (22 per cent) being more prevalent than understatement (8 per 
cent). The Australian evidence is very similar. Mather et al. (1996), using a 5 per 
cent cut-off, find 29.7 per cent of graphs of key financial variables to be distorted, 
with exaggeration being slightly more prevalent than understatement. Beattie and 
Jones (1999) report similar results, but also present some evidence of other ‘pre- 
sentational enhancement’. 

These U.K. and Australian studies have found significant favourable distortion 
(overstatement of a positive trend or understatement of a negative trend) but no 
evidence of significant unfavourable distortion (understatement of a positive 
trend or overstatement of a negative trend). Mather et al. (1996) find favourable 
distortion only among smaller firms. 

In sum, these studies consistently find evidence of selectivity and favourable 
distortion of graphs in financial reports. Their evidence is consistent with the 
view that managers use financial reports in an opportunistic manner to present 
a self-serving view of corporate performance. It would follow that, aside from 
any earnings management, new CEOs have incentives to present the underlying 
information in a manner that allows them to attribute ‘poor’ performance to their 
predecessors and support ex post claims of being better managers.’ 

The motivation for earnings and impression management will vary with changes 
in a firm’s circumstances. For example, capital market considerations could pro- 
vide strong incentives for managing earnings upwards around transactions such as 
capital issues and mergers and acquisitions. Also, very little is known about the 
factors that might influence the strength and nature of impression management, 
generally or in these contexts. It is also possible that the accounting numbers are 
primarily aimed at more sophisticated users of annual reports while the graphs 
are primarily aimed at less sophisticated users.” However, we argue that in the 
context of CEO change, management (i.e., the CEO) has strong incentives to 
engage in negative earnings management in the period of CEO change and posit- 
ive earnings management in the period following CEO change. We contend that 
this motivation outweighs any short-term capital market or other considerations. 
Moreover, firms cannot afford to have mixed messages transmitted to stake- 
holders, particularly as there is evidence that graphs affect financial report users’ 
perceptions and decision making (Taylor and Anderson, 1986; Schulz and Booth, 
1995). Remembering that the annual report contains both the accounting num- 
bers and the key financial variable graphs to aid the interpretation of those 


There is no empirical evidence concerning whether it is the CEO or a graphic designer who makes 
the decision about inclusion of graphs in the annual report. However, given Gibbins et al. (1990), 
we argue that the CEOs’ views are likely to be highly influential, whoever normally makes the 
specific decision. 


10 We are indebted to one of the referees for making these points. 
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numbers, management needs to ensure that the messages contained in these two 
forms of disclosure are reasonably consistent. 

Accordingly, examining earnings and impression management together pro- 
vides an opportunity to overcome the problem faced by the prior context-specific 
earnings management research in distinguishing between management opportun- 
ism and accurate reporting of firms’ underlying economic performance (requiring 
recognition of necessary write downs) as explanations for results obtained. Since 
the manipulation of graphs suggests opportunism rather than accurate reporting, 
we argue that if there is evidence consistent with both the hypothesized earnings 
and impression management behaviour in the periods of and/or after CEO 
change, then the additive nature of this evidence supports opportunism as an 
explanation. 


HYPOTHESES 


Based on the above discussion, it is expected that a new CEO has incentives 
to engage in earnings and impression management that allows him or her to 
attribute poor performance to his or her predecessor and support, ex post, the 
claim of being a better manager. Accordingly, we predict unfavourable earnings 
and impression management in the reporting period of the CEO change (period 1) 
and favourable earnings and impression management in the reporting period 
following the CEO change (period t + 1). Impression management encompasses 
both selectivity and distortion. Favourable (unfavourable) selectivity occurs when, 
in period f, a firm graphs a new KFV that portrays favourable (unfavourable) per- 
formance or chooses not to graph a KFV previously graphed in ¢ — 1 that would 
have portrayed unfavourable (favourable) performance. As in most of the prior 
literature, the KFVs are defined as sales, profits, EPS and dividends. As such, 
exaggerations of upward trends of KF Vs and understatements of downward trends 
are favourable to the firm, while understatements of upward trends and exaggera- 
tions of downward trends are unfavourable to the firm. 
In the year of a change in CEO: 


Hila: Firms report negative unexpected accruals. 

Hib: Changes to specific KFVs graphed in the annual reports reflect unfavour- 
able selectivity. 

Hic: Graphical distortion of KFVs gives an unfavourable portraval of the firm’s 
performance. 


In the year subsequent to a change in CEO: 


H2a: Firms report positive unexpected accruals. 

H2b: Changes to specific KFVs graphed in the annual reports reflect favourable 
selectivity. 

H2c: Graphical distortion of KFVs gives a favourable portrayal of the firm’s 
performance. 


103 


ABACUS 
RESEARCH METHOD 


Sample Selection 

Table 1 summarizes the sample selection process. We identify CEO changes by 
using a keyword search of the Australian Financial Review database over the 
period 1992-98. In contrast, Wells (2002) examines changes over the period 1984- 
94 and his sample is confined to the top hundred Australian listed firms. 

Of the 431 cites obtained from the keyword search, we eliminate 26 multiple 
cites for the same company and 41 instances where there is no CEO change. 
Examples of the latter are changes at a divisional level or where the person 
departing was not in fact the CEO. Another 188 are deleted as they are unlisted 
entities such as foreign firms, government agencies and other not-for-profit organ- 
izations, and 32 are deleted as the departing CEOs continue to serve the firm in 
some capacity, such as non-executive director or consultant. Finally, 81 are 
deleted for miscellaneous reasons enumerated in Table 1. The final sample con- 
sists of 63 firms. Contemporary newspaper reports and the company’s annual 
report reveal that 19 of the sample are retirements and 44 are resignations. Our 
sample selection differs from Pourciau (1993), who eliminates all CEO retire- 
ments, and Wells (2002), who includes CEO changes where the outgoing CEO 


TABLE 1 


SAMPLE SELECTION: AUSTRALIAN CEO CHANGES 1992-98 


Total cites from search of Australian Financial Review 431 
Database deletions 
Multiple cites for same firm 26 
No CEO change* 41 
Not listed and/or takeover” 188 
Continued to serve firm‘ 32 
Miscellaneous“ 81 
368 
Total sample 63 


* No CEO change occurs, for example, where the change is only at divisional level or the departing 
executive is not in fact the CEO. 

> Unlisted entities include proprietary (including foreign) companies, government agencies and other 
not-for-profit organizations. Changes resulting from a takeover or merger are also deleted. 

° These are instances where the CEO remains on the firm’s board of directors or continues to serve in 
some other capacity such as a consultant. 

d The miscellaneous category includes overlapping changes (28), missing data (51) and extreme values 
(2). These two companies had values for NP/TA, CF/TA which exceeded -1.0 and are excluded 
from all analysis. 
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continues to serve the firm, but partitions his sample between those who continue 
or those who terminate their connection with the firm.” | 

For the purposes of the study, the year of change (f) is the first year the incom- 
ing CEO could realistically control the preparation of the accounting numbers 
and choices relating to the selection and construction of graphs in the annual 
report. We use a date three months after the financial reporting year-end date as 
the cut-off point. For instance, in the case of a firm with a 31 December year-end, 
1997 would be considered to be the year of change if the new CEO commenced 
duties prior to 1 April 1998.” 


Measuring Earnings Management 
Accruals reflect the impact of changes in accounting estimates that underlie much 
of the accrual accounting process. We identify unexpected accounting accruals 
reflected in earnings released by firms during the period of a CEO change (t) and 
after a CEO change (t+ 1) as a means of detecting possible earnings management. 
Such unexpected accruals are a proxy for the discretionary component of 
reported earnings or the extent to which earnings management has occurred. | 
This approach is similar to DeAngelo (1986, 1988) and Eddey and Taylor 
(1999), according to which the accrual component of the earnings in respect of 
the reporting period being examined is compared with the accrual component of 
the earnings in respect of the prior reporting period. Each firm serves as its own 
control, with a critical assumption that expected accruals remain constant. ? Unex- 
pected accruals in year t may be expressed as follows: 


AC, = NP,- CFO, (1) 
AAC, = AC, = AC, (2) 


where AC, = the accrual component of earnings in year f, 
NP, = net operating profit after interest and tax in year t, 
CFO, = cash flow from operations in year t, and 
AAC, = unexpected accruals in year t. 


Unexpected accruals in year t is the difference between the change in net oper- 
ating profit after interest and tax and the change in cash flow from operations, 
comparing year t to year t — 1. 


1 The comments made by the group of managers were the reason for the slight differences in sample 


selection from Pourciau (1993) and Wells (2002). The managers stated that earnings management 
takes place even in the more orderly retirement/internal appointment situation but that the likeli- 
hood of earnings management is significantly reduced where the departing CEO continues to serve 
the firm in some capacity. 


This approach is consistent with Pourciau (1993). We also conduct sensitivity analysis using a range 
of alternative cut-off points. Refer to note 18 for an explanation of the effect on the results. 


The revenue, profit and total asset figures shown in Table 2 are relatively stable. Hence it is 


unlikely that substantial shifts in the firms’ asset or financial structure could potentially explain any 
contemporaneous change in accruals. 
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CFO is extracted from cash flow statements prepared in accordance with 
AASB 1026, Statement of Cash Flows. This is in contrast to Dechow et al. (1995), 
Eddey and Taylor (1999) and Wells (2002) who estimate CFO using the indirect 
method as there were no statutory requirements to report cash flows during the 
periods they studied." Using reported cash flows is likely to avoid measurement 
error that may arise from the reconstruction process (Collins and Hribar, 1999). 

The measure of unexpected accruals has some limitations (Dechow et al., 1995; 
Eddey and Taylor, 1999). First, if unexpected accruals vary with firm perform- 
ance, and firm performance varies with the probability of CEO change, then the 
ensuing tests will be biased.” Second, there is the possibility of measurement 
error so the tests may lack sufficient power to detect earnings management. 

An alternative method of measuring unexpected accruals that is used extens- 
ively in the literature is the regression method developed by Jones (1991). This 
method uses potential determinants of accounting accruals (i.e., sales, non-current 
assets) to estimate expected accruals and the resulting estimate of unexpected 
accruals. However, this approach requires a substantial time-series or cross-section 
of data as well as a stationarity assumption, as opposed to the first-differences 
approach used in DeAngelo (1986, 1988) and Eddey and Taylor (1999), which only 
assumes stationarity over two adjacent periods. Moreover, Dechow et al. (1995) 
find no evidence that the regression method systematically outperforms the first- 
differences method. However, they do point out that the DeAngelo method suffers 
from low power. Additionally, Guay et al. (1996) offer evidence that this method, 
in view of its low power, may not be effective in isolating discretionary accruals 
that are consistent with opportunism. They suggest that an exception may be non- 
random samples, such as ours, where management incentives are strong. 


Selectivity 

Selectivity refers to the use of graphs and the choice of variables graphed. In par- 
ticular, selectivity is concerned with whether the decision to include or exclude a 
graph (or variable) is related to the company’s performance. Most prior studies 
(such as Beattie and Jones, 1992, 1999; Mather et al., 2000) test for selectivity 
using contemporaneous association. That is, the presence or absence of a graph of 
a KFV is tested for an association with performance across the sample. In this 
study, consistent with Beattie and Jones (2000a), we use information on each 
firm’s choice of KFV graphs in ¢t — 1, t and ¢+ 1 to identify changes in the time 
series. These changes in the KFVs graphed are linked to the performance of the 
firm, representing a more direct indication of whether firms changing CEOs are 
selective in presenting graphs. 


4 AASB 1026, Statement of Cash Flows, became effective for accounting periods ending on or after 
30 June 1992. 


5 This can occur, for example, where the unexpected accruals simply reflect management signalling 
unexpected performance (Healy and Palepu, 1993). 
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Measurement Distortion 

The graphics literature provides several descriptively derived principles of graph 
construction and presentation. One such exposition is that of Tufte (1983) who 
states that: ‘The representation of numbers, as physically measured on the surface 
of the graphic itself, should be directly proportional to the numeric quantities rep- 
resented’ (p. 77). 

This principle is operationalized by Tufte (1983, p. 57) with a measure called 
the ‘lie factor’. The measure was adapted slightly in an accounting setting (Taylor 
and Anderson, 1986, p. 135; Steinbart, 1989, p. 61) to produce the graph discrep- 
ancy index which is calculated as follows: 


graph discrepancy index = 100* [(a/b) — 1] 


where a = percentage change depicted in graph, and 
b = percentage change in data. 


As in prior research (e.g., Steinbart, 1989; Beattie and Jones, 1992, 1999, 2000b; 
Mather et al., 1996; Mather et al., 2000), we use the graph discrepancy index (GDI) 
to measure distortion.‘ 

A GDI of zero per cent indicates that the graph has been properly constructed. 
A positive GDI indicates that the graph exaggerates the data trend and a negative 
GDI indicates that the graph understates the trend. Tufte (1983, p. 57) asserted 
that GDI values greater than +5 per cent or less than —5 per cent indicate that the 
graph is materially distorted and all prior studies examining distortion, except for 
Steinbart (1989), use this 5 per cent cut-off in their analysis. 


RESULTS 


Table 2 summarizes financial indicators for the sample of sixty-three firms that 
changed CEOs. It shows that the sample comprises both large and small firms. It 
also shows considerable skewness in the financial statistics, especially in the total 
assets measure, because of the inclusion of several large banks in the sample. As 
such, reliance on parametric tests of significance is problematic. 

The data in Table 2 give a profile of the financial performance of firms changing 
CEO. On average, sample firms are profitable throughout the years t — 1, t and 
t+ 1. However, the mean (and median) profit falls in year t and is less than that 
earned in years t — 1 and t+ 1. 

This financial performance profile contrasts with the profile of Pourciau’s 
(1993) sample of U.S. firms changing CEOs. She finds that in year t — 1 her sample 
firms are on average unprofitable (mean reported earnings [$468 000], median 
[$536 000]) and that they have mean (and median) returns on equity that are neg- 
ative for all three years. 


16 Factors other than distortion may cause misperception of graphs. The Canadian Institute of Char- 
tered Accountants (CICA, 1993) identifies fifty-three aspects of graphs which, if not correctly con- 
structed, could be misleading. However, many of these factors are not precisely specified and are 
difficult, if not impossible to measure. Accordingly, prior academic accounting research into graph 
construction relies on the GDI. 
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TABLE 2 


DESCRIPTIVE STATISTICS FOR SIXTY-THREE AUSTRALIAN FIRMS THAT CHANGED 
CEO IN THE PERIOD 1992-98 





Mean Median Min. Max. 

Year prior to change (t — 1) 

Total revenue $m 2565.5 1324.1 30.9 18865.3 

Net profit after tax $m 82.9 31.8 —1562.4 1116.0 

Total assets $m 9225.8 1555.3 44.1 127604.0 
Year of change (t) 

Total revenue $m 2617.3 1316.5 29.7 20412.9 

Net profit after tax $m 32.4 20.4 -950.8 1024.0 

Total assets $m 9811.6 1744.6 35.9 138241.0 
Year after change (¢ + 1) 

Total revenue $m 2548.8 1337.4 23.9 21206.0 

Net profit after tax $m 105.4 32.6 -285.4 1106.0 

Total assets $m 9890.4 1866.4 28.7 149720.0 


While Australian firms undergoing changes in CEO do report some decrease in 
profit (on average) prior to the CEO change, they are generally profitable during 
the three years surrounding the CEO change. The underlying performance of 
Australian firms changing CEOs does not seem to be nearly as poor as that of 
U.S. firms changing CEO. 


Earnings Management 

Table 3 reports our analysis of profits, cash fow and accruals for the sixty- 
three firms. Net profit, cash flow from operations and accruals are all deflated by 
beginning-of-period total assets.” This procedure is consistent with other studies 
of earnings management (e.g., DeAngelo, 1988; Jones, 1991; Eddey and Taylor, 
1999; Wells, 2002). It facilitates interfirm comparisons and reduces heteroskedas- 
ticity. The underlying performance of sample firms is relatively stable; however, 
the change in NP/TA, ,,,) is significant using both parametric and non-parametric 
tests (p < 0.10). No other changes are significant. 

To examine the association between CEO changes and earnings management, 
we measure unexpected accruals using a simple random walk model. Table 4, Panel 
A, reports analysis of changes in accruals for all sixty-three firms. The mean 
level of unexpected accruals is negative in the year of a CEO change and is 
significantly different from zero but only at p < 0.10. The median level of unex- 
pected accruals is also negative and there are more negative unexpected accruals 
than positive unexpected accruals. However, a non-parametric binomial test does not 


V Pourciau (1993) uses sales as the deflator. We repeat the analysis using current year sales as the 
deflator. In general, the results are similar to those presented in Tables 3 and 4. 
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TABLE 3 


EARNINGS, OPERATING CASH FLOWS AND ACCRUALS DURING CEO CHANGES FOR 
SIXTY-THREE AUSTRALIAN FIRMS: 1992-98 


Mean Median SD t statistic? z statistic" 
(p value) (p value) 
NP/Ta, 0.0348 0.0446 0.0687 
NP/TA, 0.0072 0.0242 0.0987 
NP/TA,, 0.0301 0.0376 0.0771 
Change in NP/TA, «1 —0.0276 ~0.0086 0.0781 ~1.821 -1.871 
(0.071) (0.061) 
Change in NP/TAy.), 0.0230 0.0150 0.0650 1.455 1.288 
(0.148) (0.198) 
CFO/TA,,* 0.0901 0.0861 0.0581 
CFO/TA, 0.0810 0.0646 0.0838 
CFO/TA,, 0.0724 0.0642 0.0817 
Change in CFO/Ta,,.1) —0.0090 -0.0065 0.0620 -0.703 -1.376 
(0.484) (0.169) 
Change in CFO/TA miju —0.0087 0.0036 0.0791 -0.590 -0.693 
(0.556) (0.488) 
` Accruals, -0.0553 -0.0489 0.0807 
Accruals, -0.0739 -0.0447 0.1036 
Accruals, -0.0422 -0.0387 0.0676 


* Profit, cash flow and accruals are deflated by beginning-of-period total assets. 
? Test of difference in means across two periods. 
° The z-statistic is calculated from the non-parametric Mann-Whitney test. 


support the prediction that negative unexpected accruals are significantly more 
likely than positive. Accordingly, there is only limited evidence in this sample in 
support of Hla, which predicts that incoming CEOs in Australia take a ‘big bath’. 

The lack of strong evidence of negative earnings management in the period of 
CEO change is characteristic of some of the prior literature. Wells (2002) finds 
weak evidence of significant negative unexpected accruals in period t. Addition- 
ally, Pourciau (1993) finds evidence supporting the view that unexpected accruals 
in period ¢ are negative." 


‘8 Consistent with Pourciau (1993), our results are sensitive to the definition of the period of CEO 
changé (f). Results reported in Panel A of Table 4 use three months after the end of the reporting 
period. For other cut-offs (e.g., end of reporting period, one month after the end of the reporting 
period) we find no significant results in period ¢. Additionally, in seven cases where the CEO’s 
commencement date was in the second or third month after the énd of the financial reporting 
period, we individually checked to confirm that the new CEO was in place a reasonable time 

, before the annual report was issued. In one case the departure of the old CEO and the commence- 
ment of the new CEO were found to have occurred two weeks after the date of the auditors report 
in the annual report. For this case, period t was reclassified and the results recalculated with no 
substantive effect on the results shown in the article. In the other six cases, the new CEO was 
found to have been in place at least three weeks before the issue of the annual reports ‘and, in most 
cases, signed off on the annual report. 
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TABLE 4 


UNEXPECTED ACCRUALS DURING CEO CHANGES FOR SIXTY-THREE 
AUSTRALIAN FIRMS: 1992-98 


* Test that mean unexpected accruals <0 (>0) 


è? Non-parametric test that number of positive(negative) unexpected accruals is greater than the 


number of negative (positive) unexpected accruals. 
° One-tailed significance levels. 
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Mean Median SD t statistic" Binomial test? 
(p value) (p value) 
Panel A 
_ All firms 
Unexpected accruals, -0.0187 -0.0101 0.0911 -1.630 
(0.0547 
Unexpected accruals, 0.0317 0.0139 0.0904 2.781 
(0.004)° 
Positive : negative, 29:34 (0.307)° 
Positive : negativen 41:22 (0.012) 
Panel B 
Resignations 
Unexpected accruals, —0.0262 -0.0156 0.1004 -1.731 
(0.046)° 
Unexpected accruals, 0.0398 0.0139 0.0987 2.673 
(0.006)° 
Positive : negative, 18:26 (0.146)° 
Positive : negative,,, 28:16 (0.049)° 
Retirements 
Unexpected accruals, -0.0013 0.0026 0.0637 —0.092 
(0.464) 
Unexpected accruals, 0.0129 0.0139 0.0657 0.854 
(0.2027 
Positive : negative, 11:8 (0.676) 
Positive : negative, 13:6 (0.084) 
Panel C 
Large Firms 
Unexpected accruals, -0.0161 -0.0092 0.0756 o 
0,119)° 
Unexpected accruals, 0.0109 0.0000 0.0706 0.878 
(0,194)° 
Positive : negative, 14:18 (0.298)° 
Positive : negative, 16:16 (0.500)° 
Smaller firms 
Unexpected accruals, -0.0211 -0.0142 0.1060 -1.109 
(0.138) 
Unexpected accruals,,, 0.0530 0.0358 0.1040 2.841 
(0.004)° 
Positive : negative, 15:16 (0.500)° 
Positive : negative,,, 25:6 (0.000)° 
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As H2a predicts, in the period following a CEO change the mean level of unex- 
pected accruals is positive, and significantly different from zero (p < 0.01). The 
median level of unexpected accruals is also positive and the non-parametric bino- 
mial test indicates that positive unexpected accruals (41) are significantly more 
likely than negative unexpected accruals (22) (p < 0.02). These results are similar 
to those found by Pourciau (1993), but are in contrast to Wells’s (2002) finding of 
no evidence of positive unexpected accruals in period t+ 1. 

Differences in sample selection may contribute to apparent differences between 
our results and those of prior research. Accordingly, we examine the circum- 
stances surrounding the CEO change in what is exploratory ex post analysis. We 
partition our sample into cases where the CEO change is identified as retirement 
(n = 19) or resignation (n = 44) and conduct the above analysis for the retire/ 
resign subsamples. Results appear in Panel B of Table 4. For the forty-four CEO 
resignations, the level of mean unexpected accruals in the period of CEO change 
is significantly negative (p < 0.05); however, the binomial test is not significant. In 
the reporting period following the CEO resignation mean unexpected accruals 
is significantly positive (p < 0.01) and positive unexpected accruals occur signi- 
ficantly more often than negative (p < 0.05). For the nineteen CEO retirements, 
unexpected accruals are not significantly different from zero in either period, but 
the binomial test is weakly significant in period ¢ + 1, indicating more positive 
unexpected accruals than expected by chance. 

The results for resignations are similar to Pourciau (1993), who eiimares 
all retirements from her sample. The results for retirements are similar to those 
of Wells (2002). Wells includes all types of CEO changes, but partitions his 
sample based on whether the CEO changes are routine (61.5 per cent), or non- 
routine (38.5 per cent). Wells also notes that 56.9 per cent of CEO changes in his 
sample are described as retirements. He finds some evidence of negative earnings 
management in the year of CEO change, mainly for non-routine changes, but no 
evidence of positive earnings managements in the reporting period after the CEO 
change. 

The exploratory analysis is repeated for larger (above median total assets) and 
smaller (below median total assets) firms separately. The results in Panel C of 
Table 4 show that for larger firms undergoing CEO changes, unexpected accruals 
are not significantly different from zero in either period ¢ or t + 1. The analysis 
of larger companies produces results similar to Wells (2002), whose sample is the 
top hundred ASX listed companies. For smaller firms, unexpected accruals are 
negative in period t but are not significantly different from zero. In period t+ 1, 
however, smaller firms show significantly positive unexpected accruals (p < 0.01). 
This is supported by the binomial test that is significant at p < 0.01 int +1. 


Selectivity 

The impression created by graphical representation of the underlying perform- 
ance in the annual report may be subject to ‘impression management’ as 
either a complement to, or a substitute for, earnings management. Selectivity in 
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presenting information in graphs is one way that management can engage in 
impression management. 

Most sample companies (81 per cent) include at least one graph in their annual 
report in period t ~ 1. This proportion falls to 79 per cent in the year of change of 
CEO and rises to 83 per cent in the year after the change. These percentages are 
similar to those found by Mather et al. (1996), who find that 83 per cent of the 
top 150 Australian listed companies use graphs in their 1992 annual reports and 
Beattie and Jones (1999) who find that 89 per cent of the top hundred Australian 
listed companies use graphs in their 1991 annual reports. In the present sample, 
the mean number of graphs used falls from 9.7 in t — 1 to 8.5 in ¢ and then rises to 
9.0 in t+ 1. 

Selectivity is concerned with whether the inclusion of graphs and the choice of 
variables graphed relate to financial performance. The method we adopt in the 
study allows a direct test of this issue. We compare annual reports in period t — 1 
to those in period ¢ to identify any changes in the choice of KF Vs graphed. We 
then repeat this process, comparing period ż to period t + 1. Changes could fall 
into one of two categories: that is, a key financial variable graphed in period t — 1 
but not in period #, or vice versa. As outlined earlier, changes in graphs are classified 
as either favourable (addition of graphs where the performance trend on the vari- 
able is positive, deletion of graphs where the performance trend on the variable is 
negative), or unfavourable (addition of graphs where the performance trend on 
the. variable is negative, deletion of graphs where the performance trend on the 
variable is positive). Table 5 reports the results of this analysis. 

There are ninety-two changes in key financial variables graphed between t — 1 
and t, averaging 1.46 per firm in the sample. This falls to seventy-seven changes 
from ż to t+ 1, averaging 1.22 per company. In comparison, Mather et al. (1996) 
find seventy changes in their 1992 sample of 143 listed firms (0.49 per firm). 
As such, firms changing CEOs seem to make more changes in graphs than 
‘normal’. 

For companies experiencing CEO changes, the incoming CEO has incentives 
to blame poor performance on outgoing management by graphing variables that 
show poor performance and dropping variables that show good performance. The 
relationship hypothesized in Hib is opposite to the relationship found in prior 
non-context-specific research into selectivity (e.g., Beattie and Jones, 1992, 1999; 
Mather et al., 1996) and is, therefore, a strong test. Table 5 Panel A does not sup- 
port this hypothesis as only forty of the ninety-two graph changes in the period of 
CEO change are unfavourable. 

Among the individual KFV graphs, only profit graphs are sufficiently numerous 
to warrant separate statistical analysis. Panel A of Table 5 shows that in the 
period of CEO change twenty-four of fifty profit graph changes are unfavourable 
to the firm, again not supporting H1b. 

Hypothesis H2b predicts favourable selectivity in the period following the CEO 
change. Panel A of Table 5 shows very strong support for this hypothesis. Fifty- 
seven of the seventy-seven KFV graph changes in the period after the CEO 
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TABLE 5 


SELECTIVITY: BINOMIAL TESTS OF THE RELATIONSHIP BETWEEN CHANGES IN 
‘GRAPHS OF KEY FINANCIAL VARIABLES AND PERFORMANCE MEASURED AS THE 
i TREND ON THE VARIABLE BEING GRAPHED 


Graphs of all key financial variables Graphs of profit 
Panel A 
All firms 
Year t n = 92 n= 50 
fav = 52 fav =26 
p=* = 4 
Yeart+1 n= T n= 44 
fav =57 fay = 33 
p = 0.000° p = 0.001* 
Panel B 
Resignations 
Year í n= 68 n=32 
fav = 38 fav = 14 
= p =298° 
Year t+1 n= 49 n= 28 
fav = 39 fav = 22 
p = 0.000° p = 0.003* 
Retirements i i 
Year t n = 24 n=18 
fav=14 fav = 12 
par =à 
Year ¢+1 n= 28 n=16 
fav = 18 fav=11 
p = 0.093° p=0.105° 
Panel C 
Larger firms 
Year t n= 61 n= 33 
fav = 30 fav = 13 
p= 500° - p=14g> 
Yeart+1 n= 39 n=23 
fav = 24 fav = 16 
p = 0.100° p = 0.047" 
Smaller firms 
Year t n= 31 n=17 
fav = 22 fav = 13 
p=" p=" 
Yeart+i n= 38 n=21 
fav = 33 fav =17 
p = 0.000 p = 0,004° 


* Hib is a unidirectional hypothesis. As the number of favourable changes exceeds the number of 
unfavourable changes (contrary to the hypothesis}, no p-value can be specified for a one-tailed test. 

> p-values are one-tailed probabilities of unfavourable selectivity in period t (H1b) and favourable 
selectivity in period t + 1 (H2b). 
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change are favourable (binomial test p < 0.001), with thirty-three of forty-four 
profit graph changes also being favourable (p < 0.001).” 

Panel B of Table 5 shows the results of analysing selectivity on the basis of 
identifying the CEO changes as resignations or retirements. For resignations, 
profit graphs show more unfavourable changes (18) than favourable (14) in period 
t. However, the difference is not significant. For period t + 1, results are strongly 
significant both for overall KFV graph changes and for changes-in-profit graphs. 
This is the case when the binomial test is based on an equal proportion of favour- 
able/unfavourable graph changes and when using the observed proportion of 
favourable graph changes in period t (see note 19). For CEO changes classed as 
retirements, favourable graph changes occur more frequently than unfavourable 
changes in both the year of CEO change and the year after. This favourable selec- 
tivity is only significant at the 10 per cent level for overall KFV graph changes in 
t+ 1, and is insignificant if the proportion of favourable changes in t is used as a 
basis for testing. As for earnings management, there are few significant results for 
CEO changes identified as retirements. 

Since prior research finds stronger selectivity in graphs prepared by smaller 
Australian firms (Mather et al., 1996), we perform further exploratory analysis of 
selectivity by dividing the sample at the median total assets into ‘larger’ and 
‘smaller’ firms. The results are shown in Panel C of Table 5. In the period of CEO 
change, unfavourable graph changes overall and for profit occur more frequently 
than favourable for larger firms. However, this is not significant. In the period fol- 
lowing the CEO change, larger firms exhibit some favourable selectivity for over- 
all KFV graph changes (p = 0.1 where the expected proportion is 0.50) and 
significant favourable selectivity for profit graphs (p < 0.05 where the expected 
proportion is 0.50). Basing the test on the observed proportion of favourable 
selectivity in t, the significance increased (p < 0.003). 

In the period of CEO change, smaller firms do not exhibit unfavourable selec- 
tivity. Indeed, the extent of favourable selectivity exhibited by small firms in 
period ris likely to occur by chance less than five times in a hundred. In the period 
following the CEO change, small firms continue to exhibit significant favourable 
selectivity both overall and for profit graphs. Using the observed proportion 
of favourable selectivity in t as the base, the increase in selectivity for smaller 
firms for overall KFV graph changes is significant (p < .025 one-tailed), but is 
insignificant for profit graph changes. This provides some support for the view 
that small firms increase their already high degree of favourable selectivity in 
reporting periods after CEO changes. 


9 Binomial tests of Hib and H2b use a favourable/unfavourable proportion of 0.5, that is, a random 
allocation. For t + 1, additional binomial tests were also conducted using the actual proportion 
of favourable selectivity observed in ¢. Thus, in t+ 1 the proportion of favourable KFV changes 
(S7/T7 = 0.74) is tested against the proportion observed in t (52/92 = 0.57). The binomial test is again 
significant for overall (profit) changes at p < 0.002 (0.002). Thus the extent of favourable selectivity 
observed in ¢ + 1 is significantly different from a random allocation (H2b) and significantly differ- 
ent from the extent of selectivity observed in t. 
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Distortion 

Distortion is concerned with the extent to which graphs of key financial variables 
accurately reflect the underlying data. Using the 5 per cent cut-off of the graph 
discrepancy index (GDI) to classify distortion as an exaggeration or understate- 
ment, 52.8 per cent of graphs of key financial variables presented in the annual 
reports of Australian firms in the year that they change CEO are distorted. In the 
year prior to the change, 58.5 per cent are distorted and in the year after the 
change, 48.7 per cent are distorted. In. contrast, Mather et al. (1996) and Beattie 
and Jones (1999), using the same method of analysis, find that only 29.7 per cent 
and 34.2 per cent of KFV graphs in annual reports of Australian listed firms are 
distorted. Firms changing CEO appear to prepare graphs that are more distorted 
than average. 

Hic and H2c predict whether distortion of graphs gives an unfavourable/ 
favourable portrayal of the firm’s performance in t and t + 1, respectively. As pre- 
viously indicated, the effect of graphical distortion is described as favourable if an 
improving performance is exaggerated or if a declining performance is under- 
stated. The effect is classed as unfavourable in opposite circumstances. Consistent 
with prior studies, the results are obtained using the binomial test. 

Results of this analysis appear in Table 6. Panel A of Table 6 indicates that 
KFV graphs are neither unfavourably distorted in ¢ nor favourably distorted in 
t + 1. Hence, there is no overall support for either Hic or H2c. For individual 
KFV graphs, numbers are not sufficient to allow meaningful statistical analysis. 
In Panel B the CEO changes are divided into resignations and retirements. For 
both categories there is no significant evidence of unfavourable or favourable dis- 
tortion in the manner posited. In panel C the analysis is repeated, on an explorat- 
ory basis, for smaller/larger firms. In the period of CEO change, large firms do not 
exhibit unfavourable distortion. Indeed, the extent of favourable distortion in 
period t is likely to occur by chance fewer than five times in a hundred. No other 
significant relationships are reported in Table 6. In contrast to most of the non- 
context specific prior research, we find little evidence of a significant relationship 
between distortion in graphs of KFVs and firm performance.” 


© The use of 5 per cent as the cut-off for measuring distortion is well established in the prior literat- 
ure (e.g., Beattie and Jones, 1992, 1999; Mather et al., 1996) and is based on the assertion by Tufte: 
(1983, p. 57) that +/-5 per cent ‘indicates substantial distortion, far beyond minor inaccuracies of 
plotting’. At the suggestion of a referee, we also conducted the distortion tests using 10 per cent 
and 20 per cent GDI cut-offs. The effect of using the higher cut-offs is to reduce the size of the 
sample of graphs deemed distorted. 

Using the 10 per cent and 20 per cent cut-offs did produce some significant results, but the 
results varied depending on the cut-off used and were not consistent. For example, in period t 
unfavourable graph distortion was hypothesized and found (p < 0.05) for smaller firms using a 
20 per cent cut-off—but not at the 10 per cent cut-off. In the same period, significant favourable 
distortion (contrary to our hypotheses) was found for large firms, CEO resignations and the over- 
all sample for some cut-offs, but not others. In period t + 1, favourable distortion was hypothesized 
and found (p < 0.01) for the overall sample at the 20 per cent cut-off (but not 10 per cent), for 
resignations (p < 0.01 at the 20 per cent cut-off, but only at p < 0.1 at the 10 per cent cut-off), 
for smaller firms (p < 0.05 at the 20 per cent cut-off, but not at all at the 10 per cent cut-off). It is 
difficult to interpret these results. 
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TABLE 6 


PANEL A: ALL FIRMS DISTORTION: BINOMIAL TESTS OF DISTORTION IN GRAPHS OF 
KEY FINANCIAL VARIABLES AND FIRM PERFORMANCE 


Graphs of all key financial variables 


Panel A 
All firms 
Year t n=74 
fav = 43 
Yearf+i n=77 
fav = 42 
p=0.247? 
Panel B 
Resignations 
Year í n= 46 
fav =27 
p=" 
Yearf+1 HS 57 
fav = 30 
p=0.166° 
Retirements 
Year f n=29 
fav = 16 
Yearit+1 n=25 
fav =12 
p = a 
Panel C 
Larger firms 
Year í n=48 
fav = 32 
p=" 
Yeart+i n=49 
fav =2]7 
p = 0.284? 
Smaller firms 
Year t n=26 
fav=11 
p = 444” 
Yeart+1 n=28 
fayv=15 
p =0.425° 


The result is in the opposition direction to that hypothesized. No p value can be specified. 
b p values are one-tailed probabilities of unfavourable distortion in year t (Hic) and favourable 
distortion in year t + 1 (H2c). 


116 


FINANCIAL EARNINGS AND IMPRESSION MANAGEMENT 


Joint Tests 
As an additional exploratory part of our analysis, we develop tests that simultane- 
ously consider aspects of both earnings management and impression management. 
To do so, we rank all sample firms by unexpected accruals in each of period t and 
period t+ 1. We next split the ranking at zero in each period, forming a positive 
unexpected accruals portfolio and a negative unexpected accruals portfolio.” Impres- 
sion management (selectivity and distortion) is then investigated for each portfolio. 
The joint tests indicate that earnings management and selectivity are directly 
associated. The results of these tests are shown in Table 7. However, none of the 
joint tests involving distortion are significant and these are not discussed further. 


TABLE 7 


JOINT TESTS UNEXPECTED ACCRUALS AND SELECTIVITY 


Graphs of all key financial variables 


Year t Yearf+1 
Panel A 
All Firms 
+ve unexpected accruals n= 43 n= 40 
fav=27 fav = 32 
~ve unexpected accruals n= 49 n=37 
fav=25 fav=25 
p = 041? p =0.047° 
p = 0.001° 
Panel B 
Resignations 
+ve unexpected accruals n=31 n= 26 
fav = 20 fav =24 
-ve unexpected accruals n= 37 ; n=23 
fav=18 fav =16 
p = .022* p =0.006° 
p = 0.000° 
Retirements 
+ve unexpected accruals n=12 n= 14 
fav=7 fav =8 
-ve unexpected accruals n=12 n=14 
fav=7 fav=9 
p=1.00 = 
p = 0.930° 


2 We acknowledge that using the sign of unexpected accruals to partition firms in this manner is sub- 
ject to potential measurement error. 
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TABLE 7 
(CONTINUED) 
Panel C 
Larger firms 
+ve unexpected accruals _ n= 30 n= 10 
fav =17 fav=6 
—ve unexpected accruals n= 31 n= 29 
fav=13 fav = 18 
p= 04>" k 
p = 0.123° 
Smaller firms 
+ve unexpected accruals n= 14 n= 30 
fav=10 fav = 26 
-ve unexpected accruals n=17 n=8 
fav=12 fav=7 
p=? p=? 
p = 0.032° 


“ For period t, p measures the one-tailed probability of observing, for the group of firms with the 
hypothesized negative unexpected accruals, the observed proportion of unfavourable graph changes. 
In assessing these probabilities, the proportion of unfavourable graph changes observed in period z for 
firms with positive unexpected accruals is used as the ‘default’ population proportion. Where the value 
for p is blank, this indicates that the difference is not in the direction expected. 

> For period t + 1, p measures the one-tailed probability of observing for the group with the 
hypothesized positive unexpected accruals, the observed proportion of favourable graph changes. The 
observed proportion of favourable graph changes in period ¢ + 1 for firms with negative unexpected 
accruals is used as the ‘defeult’ population proportion. Where the value for p is blank, this indicates 
that the difference is not in the expected direction. 

° p measures, for the group of firms with the hypothesized positive unexpected accruals in f + 1, the 
one-tailed probability of observing the f + 1 proportion of favourable graph changes, assuming the 
‘true’ proportion of favourable graph changes is that observed for the group with the expected, 
negative unexpected accruals in period 1. 


The information in Table 7 can be interpreted as follows. Panel A, column 1, 
shows that in period t, 24 of 49 graph changes made by firms with the hypo- 
thesized negative unexpected accruals were unfavourable, whereas only 16 of 43 
graph changes made by firms with positive unexpected accruals were unfavour- 
able. The probability of this difference is marked ^ in Table 7. Panel A shows that 
this difference is significant for the overall sample. Panel B reports significant 
results for the resign subsample and Panel C again reports significant results for 
the larger firm subsample. 

Column 2 of Panel A of Table 7 shows that in period ¢ + 1, 32 of 40 graph 
changes made by firms with the hypothesized positive unexpected accruals were 
favourable, as opposed to only 25 of 37 graph changes made by firms with negative 
unexpected accruals. The probability of this difference is marked ° in Table 7. 
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Panel A, column 2, reports that this difference is significant for the overall sample 
and Panel B reports significant results for the resign subsample. 

Having compared these groups cross-sectionally, we also analyse the time series 
of graph changes over these periods for the two groups of firms. Probabilities 
marked f in Table 7 indicate whether firms with unexpected accruals in the direc- 
tion hypothesized (negative in ¢, positive in t + 1), show a significant increase in 
the proportion of favourable graph changes. Panel A of Table 7 shows that for the 
sample overall the increase in favourable graph changes from period t tot+1 
is strongly significant. Panel B shows a similar result for the resign subsample, 
while Panel C shows a weaker, but still significant, difference for the small firm 
subsample. For firms where the unexpected accruals were in the opposite direc- 
tion to that hypothesized, none of the tests showed any significant increase in 
favourable graph changes between period t and f+ 1. 

Accordingly, the joint tests reported in Table 7 produce evidence that earnings 
management and selectivity are directly associated. 


CONCLUSION 


This study is the first to examine impression management in the context of CEO 
change. It is also the first to link the earnings management and impression man- 
agement literature. The prior context-specific earnings management research 
has been unable to distinguish between management opportunism and accur- 
ate reporting of underlying economic performance as explanations for results 
obtained. Any manipulation of graphs, however, suggests opportunism rather 
than accurate reporting. We therefore argue that if there is evidence consistent 
with both the hypothesized earnings and impression management behaviour in 
the periods of and/or after CEO change, then the additive nature of this evidence 
supports opportunism as an explanation. 

The results only partially support these arguments. There is some evidence of 
income reducing earnings management in period t (negative unexpected accruals 
overall and, more strongly, for CEO resignations). There is no prima facie evid- 
ence of unfavourable impression management in ¢ that would support manage- 
ment opportunism as the explanation. However, this result should be viewed in 
the light of the generally strong non-context-specific prior evidence of favourable 
impression management. 

As predicted, we find strong evidence of income increasing earnings manage- 
ment in period t+ 1. This is accompanied by evidence of significant favourable 
selectivity for all KFV graphs and for profit graphs for all firms. There is, 
however, no evidence of favourable graph distortion in period t+ 1. Overall, the 
evidence provides some support for the management opportunism explanation. 

Within the exploratory subsamples, CEO changes identified as resignations 
provide the strongest support for our hypotheses. Although they show no 
significant unfavourable graph selectivity in the period of CEO change, the other 
results support a management opportunism explanation. Conversely, for CEO 
changes identified as retirements, there is little or no support for any of the 
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hypotheses. The subsample of larger firms shows no evidence of earnings manage- 
ment in ¢f and f+ 1, and limited evidence of favourable selectivity in selection of 
profit graphs in t+ 1. This suggests either that management of larger companies is 
less self-interested and opportunistic or that these tendencies are more effectively 
constrained in larger firms. For smaller firms there is strong support for favour- 
able earnings and impression management in period f+ 1, but no support for any 
unfavourable earnings or impression management in period t£. While the ‘small 
firm’ effect would be interesting to pursue, it is an extensive research area that is 
beyond the scope of this article since firm size can proxy for many different 
attributes.” 

Finally, some joint tests of earnings and impression management provide a 
more direct link between these areas. None of the joint tests involving distortion 
produced significant results; however, the joint tests investigating earnings man- 
agement and selectivity produced evidence that these are directly associated. For 
example, firms with the hypothesized negative (positive) unexpected accruals 
in period ¢(t + 1), exhibit significantly more unfavourable (favourable) graph 
changes in period f(t + 1) than do firms whose unexpected accruals are not as 
hypothesized. This result is also found for the subsample of CEO resignations. 

This research incorporates two methodological refinements. First, for the pur- 
poses of identifying earnings management, CFO was extracted from cash flow 
statements prepared in accordance with AASB1026, Statement of Cash Flows. This 
helps avoid measurement error arising from the reconstruction process (Collins 
and Hribar, 1999) and contrasts with much of the prior earnings management lit- 
erature that estimates CFO using the indirect method. Second, the test of selectiv- 
ity identifies and uses actual changes to KFY graphs between t ~ 1, fand t + 1 that 
are then linked to the specific firm’s performance. This represents a stronger test 
of management’s intent regarding selectivity than most prior studies that base 
their tests on contemporaneous association. 

However, there are also several limitations inherent in the study. The first is the 
method used to measure unexpected accruals. Measurement error is possible as 
the model used may lack sufficient power to detect earnings management. Sim- 
ilarly, if unexpected accruals vary with firm performance, and firm performance 
varies with the probability of CEO change, then the ensuing tests will be biased. 
The second limitation is that, similar to Pourciau (1993), the earnings manage- 
ment results are sensitive to alternative definitions of the year of change. The 
third limitation is that, as with the prior research in this area, capital market activ- 
ity such as share issues and merger and acquisition activity may also motivate 
earnings management and create a potential omitted variables problem. Similarly, 
while we have extended the literature incrementally by the choice of a specific 
context where the incentives to manage impressions are likely to be strong, we 


2 For example, the results may indicate that at least some of the small firms are young growth 
firms, where firm survival, growth and access to capital may be more important to the incoming 
CEO than ‘point-scoring’ off the outgoing CEO. Alternatively, the results may reflect political cost 
issues, the quality of management advice, auditor quality or some other attribute (Ball and Foster, 
1982). 
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nevertheless also acknowledge that other factors may influence the nature and 
strength of impression management and such omitted variables may moderate or 
add to the incentives associated with CEO change. In mitigation, it should be 
noted that most plausible motivations would normally suggest positive earnings 
management and impression management that would work against our hypo- 
theses for period t The fourth limitation is that we have not explicitly considered 
the abnormal/extraordinary classification as a vehicle for earnings management. 
Finally, as-is in the prior literature, the unit of analysis in respect of selectivity is 
the graph rather than the firm. While there are arguments to support both the 
graph and the firm being used as the unit of analysis, ‘as it is possible for the same 
firm to make favourable and unfavourable graph changes, it is unclear how a firm 
level analysis may be objectively operationalized. All of these limitations provide 
avenues for future research. 

This study contributes to the literature exploring context-specific incentives for 
earnings and impression management, the role of accounting in corporate con- 
tracting, and managerial behaviour. Moreover, it raises additional research ques- 
tions. For example, a review of the findings suggests opportunistic behaviour to 
manage earnings and to manage related impressions is more likely among firms 
with CEO resignations rather than retirements, and among smaller firms rather 
than larger firms. This indicates the need for further research into the process of 
CEO change and its relationship to other firm characteristics such as corporate 
governance structures and/or to different levels of analyst scrutiny. 
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APPENDIX 


GROUP OF MANAGERS INTERVIEWED 


Date Interviewee Location 


22 January 1999 Partner, Big Five accounting firm Interviewee’s office, Melbourne 
4 February 1999 Adviser, who has also chaired the Interviewee’s office, Melbourne 
boards of several listed companies 
8 February 1999 Finance director, listed company Interviewee’s office, Sydney 
8 February 1999 Chief financial officer, major division Interviewee’s office, Sydney 
of a large multinational 
18 February 1999 Partner, Big Five accounting firm Interviewee’s office, Melbourne 
26 February 1999 CEO of the Australian operations of Restaurant, Melbourne 


a large multinational 
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THE UNIVERSITY OF SYDNEY PACIOLI SOCIETY MEETING ON 
SUPERANNUATION, 6 AUGUST 2002 


ACCOUNTING FOR SUPERANNUATION 


If ever there was an area of our accounting standards that could be accused (and 
duly convicted!) of condoning outdated, irrelevant reporting, we need look no 
further than AAS 25, Financial Reporting by Superannuation Plans. 

In the amount of time available to me this evening, I am going to seek to cover 
three areas: 


1. the background to reporting by superannuation entities; 

2. an illustration of the disparity between a layman’s understanding of super- 
annuation and what our standard currently requires in reporting; and 

3. some proposals for reform. 


You may know that a proposal for revising the standard has already gone to the 
Australian Accounting Standards Board. I have provided some input into that 
process including authoring a paper from KPMG on the proposed revision. But 
in reflecting on the process so far, I still have some reservations as to whether 
the proposals will ultimately provide a reporting framework which is, first, user 
friendly, secondly, facilitates comparability with other savings vehicles; and lastly, 
recognizes the fact that superannuation entities have unique characteristics that 
compel us, as reporters of financial information, to be adaptable in the application 
of other accounting standards. We must ensure the application of relevant stand- 
ards contributes to, rather than detracts from, the provision of valuable, meaningful 
information, thus enlightening the reader instead of confusing them. 


Background 

When AAS 25 was released for comment in the late 1980s its authors knew that 
we needed a reporting standard for those vehicles that would report on the con- 
ditions of the nation’s retirement savings in the twenty-first century. Appropriate 
and timely sentiments indeed! 

However, 20/20 hindsight leads me to conclude that the big picture objectives 
became obscured by the petty squabbles of academic argument over the different 
perspectives held by lawyers, actuaries and accountants. This was driven by 
debate on whether tax law, trust law, accounting concepts or actuarial methodo- 
logies should be given the greater weight. And where was the end user voice in 
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this? Well unless that user was an accountant, actuary, lawyer or revenue collector 
—there probably was none. 

And why was this? Simply put, there was no more confusing and confounding 
area of government policy and regulation for the layman and many professionals 
alike. The stories of thousands of changes during the gestation and eventual birth- 
ing of our current system are now the stuff of legend. Most of us had no clear idea 
of what it all meant past the fact that government said we cannot support you in 
retirement—you are going to have to save to support yourself. 

And in the early 1990s, despite the prevalence of tax incentives available, the 
government of the day found that Australians of the ’80s consistently demon- 
strated that they had absolutely no interest in saving for their retirement, so a 
national, compulsory, fully vested system of retirement savings for employees was 
introduced. Nearly five years later AAS 25 was introduced. 

Did the profession have another look to see if our standard was still relevant in 
this new, compulsory, fully vested savings environment? Hell no. Notwithstanding 
that.there had been another couple of hundred changes to policy and a totally 
new piece of legislation introduced—the Superannuation Industry (Supervision) 
Act—our profession used what was at hand to deal with the reporting needs of 
the new era. 

My opinion is that this was like the Polish using their cavalry to deal with the 
German tank battalions in 1939. Yet it seemed to go largely unnoticed. This was 
probably due to one indisputable fact: that by virtue of compulsion, now the entire 
country, employers and employees alike, was as confused by superannuation as those 
who had been trying to understand it since award-based super was introduced in 
the mid-1980s. We, as a profession, instead of shedding light on the subject were 
pitied by others rather than looked to for guidance and thoughtful leadership. 

Weil, it’s the tenth anniversary of the introduction of our compulsory system. : 
Importantly, a significant number of people have tens of thousands of dollars in 
their superannuation accounts and our profession will be looked to for guidance. 
So let me move to the next two areas of my presentation—an illustration of what 
I believe is the disparity between a layman’s understanding of superannuation and 
what our current reporting standard portrays, and finally to a few proposals as to 
what I think should change in AAS 25 and why. 


Disparities 
Let’s start with how the layman views superannuation. They regard their super- 
annuation as their own, fully vested, compulsory savings. They also understand that, 
for reasons best known to the government, some or all of those savings are subject 
to a tax when they are paid into a fund by their employer, the earnings on those 
savings is taxed while they are in a fund and, depending on a multitude of options 
available to a member, they may be taxed when they’re paid to the member from 
a fund. 

They also understand that the amount of government tax on their savings going 
into a fund is dependent on whether someone somewhere has got a tax deduction 
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for making that payment into the fund, plus if their calculated income (including 
those deductible contributions) exceeds a certain amount then the savings con- 
tributed will be subject to an additional amount of tax. 

We in the profession determined that these savings should be classified as revenue 
to the fund. Further, and depending on the interpretation of the various legislation 
allowing the government to collect certain taxes from those savings, those taxes 
should be treated as expenses—some an expense before tax, others as separate 
income tax. And of course this all needs to be reconciled to show how the reported 
profit of the fund relates to the total amounts payable by the fund to the government. 

I cannot believe that this treatment accords with a layman’s understanding of 
the differences between capital contributed, income earned on that capital and 
expenses incurred in earning that income. 

I’ve stood before the Urgent Issues Group to raise these issues before some 
of our learned colleagues—one of them accused me of being an actuary—and 
begged for a common sense approach to this issue . . . specifically the treatment of 
the surcharge tax. My aim was to ensure that if any member ever asked to see the 
set of audited accounts of a superannuation fund they could distinguish between 
what the member or their employer had contributed, what the government had 
taken from that, and what it was that the fund had actually earned or expended 
on their behalf during the year. Obviously I was not convincing as we had UIG 
Abstract 19 issued in its current form. 

I view AAS 25 and UIG 19 as comprising ‘bolt-on’ answers to try to create a 
standardized report for an inherently complex entity—not all entities, mind you— 
as AAS 25 has never applied to pooled superannuation trusts and approved 
deposit funds. I know that our task has not been made easy by the previous and 
current governments’ partisan, persistent and short-term tinkering with the retire- 
ment incomes system and its tax treatment. But what I think is unforgivable is 
that our profession has neglected to revise AAS 25 in light of the huge changes in 
the features of the superannuation environment over the last fifteen years. 

Let me now move to the final part of my presentation—some proposals for 
reforming AAS 25. 


Reform 

Let me look at two of the three attributes that I mentioned as essential in report- 
ing on superannuation—that is, being user friendly and facilitating comparability 
with other savings vehicles. PH do this within the context of the nature of the rela- 
tionship between the superannuation fund and its members. 

The essence of this relationship is trust. The fund member trusts the governing 
body of the fund to receive money on his or her behalf and invest that money 
in the manner described in the information provided to that member on joining 
the fund. This is a distinct and significant difference from placing money on 
deposit with a bank or paying premiums on a life insurance policy. 

In saying this, I am not forgetting those funds that are defined benefit funds. In 
those funds, it is both the employer and the employee who trust that the money 
received will be invested in a manner that will generate sufficient funds to meet 
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the employer’s promised benefits to fund members. While defined benefit funds 
may be diminishing in number, as employers seek to segregate their business from 
the investment risk of employees’ superannuation entitlements, those funds still 
have a significant membership base in Australia. 

Even if the rules requiring preservation of monies received by funds within the 
superannuation system did not exist, I believe that the essential characteristic of 
the monies received by the trustee to invest on behalf of the fund members (and 
possibly employers) is in the nature of risk capital and should be disclosed as 
such. We should not allow a common sense approach to be derailed because there 
is a tax on saving for the future to mitigate the loss of government revenue by 
allowing tax deductions to certain contributors. 

I also believe that we should not try to fabricate some economic equation of 
value by stating, ‘because superannuation is an employer expense, therefore it 
must be income to the entity that receives it’. 

In substance (and I know you all agree on the importance of substance over 
form) I believe superannuation is properly characterized as part of the total re- 
muneration of the employee who will ultimately receive the after-tax benefit of 
this compulsory saving in retirement. It is by government compulsion that those 
savings are placed into in a ‘trust’ system until they can be redeemed on retire- 
ment, death or disability. 

So, in light of that, I have here a handout which sets out (in basic format) what 
I believe should be the statement of financial performance, statement of financial 
position, statement of cash flows and principle accompanying notes for any super- 
annuation entity, including defined benefit funds. 

Will the handout accord neatly with our current standards? Not in all aspects, 
no. Will it be understandable by the persons who have a vested interest in the 
underlying transactions giving rise to these statements? I like to-think it would. 

I realize that we could sit and debate this in some detail. I would be quite happy 
to have a separate workshop on this issue at some future time to that effect. 

I shall just summarize the main components of the handout. 

The statement of financial performance focuses on investment revenue and 
expense and administrative revenue and expense and shows the income tax effect 
on each of those components quite separately. 

The result of the operations is allocated (distributed) to members’ accounts or 
carried to reserves in the fund, not unlike disclosures seen in the accounts of non- 
superannuation products such as registered managed investment schemes. 

The statement of financial position shows the assets of the fund, principally its 
investments, its liabilities including current and deferred income tax, benefits due 
and payable to exiting members, and shows a ‘members’ funds’ section. You'll 
note that I have not labelled these as liabilities, consistent with my contention that 
members’ funds held in trust are essentially risk capital. 

The movement in members’ funds is shown as a note to the accounts, similar to 
the movement in contributed equity as per AASB 1040. However, it does show 
the government appropriations on account of taxable/surchargeable contributions 
received into the fund. 
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I know that some might say that this will cause difficulties in identifying the 
total tax liability of the fund. I think that the note that discloses a reconciliation 
of the various tax imposts quantified within the accounts will deal with that. 
Benefit payments and insurance proceeds received to make benefit payments are 
also contained in these disclosures. 

The statement of cash flows details flows from operations (being invest- 
ment and administration income, expenses and all taxes), from investing activit- 
ies and from financing activities (being the receipt of contributions and benefit 
payments). 

You will see I have given some additional emphasis to the segment reporting 
note which requires reporting on: 


e performance by investment options, including asset allocation details, 

e investment in geographic regions (if material), and 

e the separation of defined benefit, accumulation and/or pension sections in 
hybrid funds. 


There are also notes which deal with management expense ratios and reported 
investment performance, together with notes on movements in any reserves held 
but not credited to members on account of administration expense or to ‘smooth’ 
fund crediting rates. 

So let me conclude by summarizing my main contentions in this presentation: 


Reform in the reporting by superannuation entities is long overdue; 

e The essential characteristic of superannuation funds is that they are pooled 
savings vehicles receiving risk capital on trust for investment, and generating 
income and incurring expenses on behalf of their members in accordance with 
stated investment strategies; and 

e User friendliness and comparability need to be the drivers in the adoption of 

a reporting format for these entities so that members can be provided with 

management’s and an independent auditor’s assurance that their savings for the 

future are being truly and fairly reported on each period. 


Thank you. 
Paul Reid, KPMG Partner 


DISCLOSURE BY SUPERANNUATION FUNDS: EFFECTIVE IN 
PROTECTING RETIREMENT BILLIONS? 


With the recent spectacular corporate collapses and accounting scandals, much 
has been said about the need for greater ‘transparency’ of disclosure by corporate 
entities. But another large and less visible threat which has the potential to have 
equally disastrous consequences as the HIH collapse is lurking in the $500 billion 
superannuation industry. 

In early 2002 the Federal government resurrected its choice of superannuation 
fund bill; the bill previously failed in the Senate in 2001 following six years of 
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debate and amendments. If the government’s proposed bill is now passed then a 
substantial proportion of Australian workers will be able to choose which super- 
annuation fund they join and have the freedom to switch to another fund later if 
they choose. Presently most employees have to join the superannuation fund 
specified by their employer or workplace agreement. The government expects 
that greater freedom of choice will increase competition between funds, which in 
turn will reduce fund costs, increase returns, and so maximize members’ benefits. 
However, introducing choice without significantly improving present disclosures 
by superannuation funds is tempting fate. 

Throughout the six-year choice of fund (COF) debate it was aaner agreed 
that informed choice is an essential prerequisite for the choice of fund objectives 
to be met. Major barriers to informed choice include inadequacy of disclosures 
by superannuation funds and the problem of members’ inability and/or unwilling- 
ness to exercise choice. With regard to the barrier of inadequate disclosure, the 
accounting profession can play an important role in contributing towards the 
development and establishment of appropriate standards which deliver relev- 
ant and reliable information to aid superannuation fund members in their choice 
decisions. The two aspects of fund disclosure that need to be addressed are the 
content of fund financial reports and access to those reports. 


Financial Information Disclosure 

Superannuation funds disclose financial information at two levels—the fund level 
and individual member level. For members in accumulation-type funds, the indi- 
vidual member statements provide four key pieces of financial information: 


1. an opening account balance (which hopefully corresponds with the closing bal- 
ance for the previous reporting period); 

2. the amounts by which the account has increased with the contributions oy the 
member and/or the employer; 

3. the amounts that have been deducted in terms of fees, insurance and taxes; and 

4, the net amount of investment earnings that have been credited to the account. 


The two items that affect the evaluation of the fund’s performance are fees and 
charges, and investment returns. To evaluate the fund’s performance in relation 
to these two items, a fund member needs to be able to link the information on 
their benefit statement to information at the fund level. 

Let’s first consider the issue of fees disclosure. To evaluate whether the fund’s 
fees are reasonable and competitive a member needs information about the types 
of costs included in the fees and the basis on which the costs have been allocated 
to members’ accounts. The types of costs include trustee fees (if any), fund man- 
agement fees, administrative staff costs, audit fees, actuarial fees and other costs 
associated with administration of the fund. 

Is such information normally disclosed to members? Funds are required to pro- 
vide members with certain fund information and abridged financial information in 
an annual report. This report is analogous to a company concise report. The full 
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financial report is available on request by members. Information disclosed about 
administration costs in the superannuation fund annual report is limited. For 
example, in the case of my fund the annual report provides information about the 
administration fees applied to my benefit (i.e., 4 per cent of contributions). In 
relation to the type of costs, there is only one line shown for administration costs 
with a total of $7 million for the six months to June 2001. (The fund changed its 
financial year end from December to June in 2001.) Thus there is insufficient 
detail about the amounts that have been incurred for the various types of costs 
which would enable evaluation of the effectiveness of the fund in minimizing 
costs. Similarly, attempting to relate the investment return on my benefit state- 
ment to the fund-wide investment performance is problematic given that the 
assets of the fund are in different pools with different investment mixes. There is 
insufficient information about the dollar amounts for the income and investment 
expenses on each of these pools to evaluate my rate of return. 

So if the annual report does not provide sufficient information, can the essen- 
tial information be found in the audited financial report? The financial report 
provides more detail about the administration costs such as directors’ fees and 
office running costs. However, the single largest cost is the fee paid to the admin- 
istration company, which is a separate entity. Again, the administration fee is 
a one-line item with no details provided such as how much is paid to the CEO. 
The absence of such disclosure is common where an ‘external’ administration 
company is used. The amount of salaries paid to these agents is a key piece of 
information in which members are interested, but to which they do not have access. 
In relation to the investment performance, the situation is worse. All investment assets 
and income on those assets are aggregated in the fund financial report, so there is 
no way of identifying how the information relates to each of the investment pools. 

Given these apparent inadequacies in fund financial reports, the question is 
whether something is being done to remedy the situation. 


AAS 25 and Future Directions? 
The content of periodic member statements is governed by the Corporations Regu- 
lations, pursuant to the Financial Services Reform Act. Legislation also requires 
the preparation of fund level audited financial reports, but the content of such 
reports is governed by accounting standards, principally AAS 25. As Paul Reid 
has already mentioned, AAS 25 has now been in operation for over ten years with 
virtually no changes. Although there have been significant structural changes in the 
industry with the proliferation of hybrid funds, master trusts and member investment 
choice, the standard remains the same as it was when drafted in the late 1980s. 
In 2001 the (then) Senate Select Committee on Superannuation and Financial 
Services addressed disclosure as a key issue in their review of the superannuation 
system. In giving evidence to the committee, the chairman of the Australian 
Accounting Standards Board, Mr Keith Alfredson, stated that AAS 25 is out of 
date and should be updated. He indicated that the superannuation accounts pre- 
pared in accordance with the requirements of the standard may not give information 
to fund members that is relevant to member choice of investment. For example, 
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the accounts might show the total investment performance results of an entire 
superannuation fund, but might not give the investment performance results of 
the various investment pools in which members may have chosen to invest (such 
as the balanced pool, the growth pool, the cash pool and the capital stable pool). 
The Senate Committee was also told that the Institute of Chartered Accountants 
in Australia (ICAA) was in the process of reviewing AAS 25 and the committee 
expressed support for their ‘ongoing efforts to ensure that accounting standards 
for superannuation funds are up to date and appropriate’. 

One of the particular issues mentioned in the committee’s report was the hope 
that a standardized definition of a fund’s ‘administrative expenses’ could also be 
examined as part of a review of AAS 25. Standardization of the measurement of 
expense ratios and investment returns was a key issue raised by many of the par- 
ticipants in the choice-of-fund debate. Clearly, this is something that needs to be 
addressed in the accounting standard. To ensure that members have useful infor- 
mation for their deciston-making in a choice environment, there is an obvious 
need to standardize the measurement of performance ratios to ensure they are 
comparable, and prescribing how they are measured in an accounting standard 
enhances their reliability. This is similar to the accounting standard prescribing 
measurement of earnings per share (EPS) to ensure consistency among company 
reports. Present industry guidelines on calculation of management expense ratios 
and other performance ratios are unreliable, even on the admission of industry 
insiders, because there is scope to include or exclude various items. A revision of 
AAS 25 thus presented an opportunity to enhance financial disclosures by super- 
annuation funds by prescribing standardized measures. 

ED AAS 25 was issued by the ICAA in mid-2001. The ED does not make any 
reference to standardization of ratio calculations, nor does it provide standardized 
definitions of items such as administration expenses. It does, however, propose to 
standardize the reporting format (DBPs currently have two alternatives) to only 
one reporting format, that is, a statement of net assets and a statement of changes 
in net assets. This is an alternative reporting format presently allowed for defined 
benefit plans but prohibited for defined contribution plans. Therefore the ED 
AAS 25 proposal would effectively mean that all DCPs would have to switch to 
this archaic format. Inexplicably, there does not seem to have been any consider- 
ation given to changing the reporting format to the recently introduced statement 
of financial position and statement of financial performance. Also inexplicably, 
the ED proposed to eliminate preparation of cash-flow statements by superannu- 
ation funds. How will this improve fund reporting? Judging from the submissions 
to ICAA on ED AAS 25 from accounting professionals and others, the proposals 
are viewed as a retrograde step. A valuable opportunity was presented to both the 
accounting profession and the standard setters to redress major deficiencies in 
superannuation fund financial reporting—that opportunity has been lost. 


Access to Fund Financial Reports 
The second issue that needs to be addressed in regard to superannuation fund 
disclosures is access to fund financial reports. As I mentioned previously, under 
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the Corporations Regulations disclosure requirements, superannuation funds are 
required to provide abridged financial information in an annual report, and the 
full financial report if requested by a member. This is similar to the company 
reporting requirements where concise financial reports are generally provided to 
shareholders and full financial reports are provided only on request. 

How does this work in practice? My experience, both as a fund member and a 
researcher of fund disclosure practices is that superannuation fund trustees and 
administrators are reticent in providing their financial reports. Every year when I 
receive my member statement and the annual report with the abridged financial 
information, I contact the fund and request a copy of the full audited financial 
report. Invariably I receive in the mail another copy of the annual report. I then 
have to contact the fund again before I finally receive the financial report. Is the 
fund trying to hide something from members? I do not think so. I think that so 
few people look at the full financial reports that even the administrative staff 
working at the fund are unaware of their existence. How generalizable is this one 
observation? My research experiences confirm that this is not isolated. 

As a researcher I have sought superannuation fund audited financial reports for 
two studies during the past eight years. Because superannuation funds are not 
required to lodge their reports with a regulator (as companies are), the only 
source for these reports is the trustee of each fund. With thousands of employer- 
sponsored funds it is no mean feat to discover the names of the funds and their 
contact addresses. 

-In the first survey conducted in 1995 (as part of my PhD thesis), requests were 
sent to a sample of superannuation funds for their fund financial reports. Of the 
three types of funds surveyed (corporate, industry and public sector), by far the 
lowest response rate was from corporate funds (40 per cent cf. 66 per cent and 
71 per cent respectively). While there was a large number of corporate funds that 
did not respond at all, 8 per cent did send a letter declining to participate, many 
stating or inferring that the reports are confidential and the trustees were not pre- 
pared to release them to me. At that time there were no legislative requirements 
for funds to disclose information to third parties. 

Before the next survey, disclosure provisions in the SIS legislation came into 
effect which required trustees to provide copies of their audited financial reports 
to any person requesting them. ISC Circular No. I.D.1 states: ‘apart from employ- 
ers, members and other concerned persons, other parties may be interested in 
information relating to a fund from time to time. This might include analysts, aca- 
demics or journalists.’ This provision was included in the SIS legislation to make 
superannuation funds subject to public scrutiny without the need to lodge their 
financial reports centrally with a regulator. 

In 2000, as part of a project examining corporate disclosures of defined benefit 
superannuation obligations, I wrote to all the trustees of the defined benefit 
superannuation funds sponsored by the top 500 companies, requesting their 
funds’ audited financial reports. The response to my initial request was poor; only 
twenty-five funds (10 per cent) sent the reports I had requested. It was evident 
that many trustees did not know about their obligations under the SIS legislation 
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to provide fund reports on request. A number refused to provide the reports cit- 
ing reasons such as: 


‘It is not the fund’s policy to generally circulate such information’; 

‘This is private information’—a fund with 20,000 members; 

“The report is not a public document’; 

‘This information is confidential and I am not in a position to provide them to 

_ you’; 

e ‘As you are not a member of [X] superannuation fund we cannot issue you with 
these reports’; and | 

e ‘I have been unable to locate that you are a member of [Y] superannuation 

fund...[and therefore] I cannot establish how you qualify [to receive the 

reports]’. 


The follow-up letter included reference to the SIS requirements, hinting that 
the trustees would be in breach of the legislation if they did not comply with the 
request. This seemed to improve the response rate with an additional 40 per cent 
sending the requested reports. Surprisingly, a few more questioned my eligibility 
to receive this information and suggested I was misinterpreting the regulations. In 
one case the company compliance manager claimed I had ‘misquoted’ the provi- 
sions. In another case the representative claimed that the regulation was ‘morally 
wrong’ and simply refused point blank to provide the report. : 

The lessons that can be learned from these experiences are that many trustees 
are not aware of their disclosure responsibilities under the legislation, and, rather 
than transparency, there is a culture of concealment, particularly among corporate 
defined benefit superannuation plans. This reluctance to disclose financial reports 
is also made evident by the absence of financial reports on fund websites—I have 
yet to find a superannuation fund website on which the audited financial reports 
are available. 

No matter how earnestly regulators work at establishing good standards of dis- 
closure, ultimately it is a question of whether disclosing entities are prepared to abide 
by the spirit of the rules. Yes, the accounting standards could be improved, and per- 
haps the auditing could also. However, it all boils down to the governance practices 
of the entities, and good governance requires effective and ongoing disclosure. 

Although there have been concerns expressed about super fund disclosure by 
various reviews including those undertaken by the Senate Select Committee on 
Superannuation and the Superannuation Working Group, as well as calls in the 
media for better disclosure, little progress has been made towards remedying the 
inadequacies of current disclosure standards and practices. Before the Pandora’s 
box of choice-of-fund is opened, there needs to be put in place a set of effective 
disclosure rules which ensure that trustees are fully accountable to their members, 
and members and others have full access to relevant, reliable and comparable 
information about the financial position and performance of the fund. From 
my perspective, present superannuation fund disclosure rules and practices are 
‘opaque; there is a long way to go for they become transparent. 

Dr Natalie Gallery, University of Sydney 
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THE UNIVERSITY OF SYDNEY PACIOLI SOCIETY MEETING ON 
INTERNATIONAL ACCOUNTING STANDARDS, 16 OCTOBER 2002 


INTERNATIONAL ACCOUNTING: CONVERGENCE OR COLLISION? 


Ladies and Gentlemen, it is a great honour and a pleasure for me to be here and 
to share with you some of my thoughts on the current developments of inter- 
national accounting and reporting. The background against which I will comment 
on the theme are the current developments in the European Union. In the follow- 
ing, I would like to provide some insight into the recent regulation enacted by the 
EU with regard to the application of LAS, and potential difficulties member states 
face when this will come into effect; this should be of some interest for the discus- 
sion in Australia since, I understand, Australia plans to adopt IAS as of the 2005 
reporting period. Finally, I will give some consideration to whether it is desirable 
to strive for a global set of accounting standards. 

As you are aware, the EU is a supranational regulator, which exercises its powers 
only with the consent of all or a large majority of member states. Accounting 
standards harmonization had already started back in the 1960s. The major regula- 
tion includes the Fourth and the Seventh Directives, which regulate the individual 
and consolidated financial statements of all (more than 2 million) limited 
liability companies. Many claim these directives were a success—and in some 
sense they were: member states have strongly diverse legal and institutional back- 
grounds, and agreeing to a single core set of accounting standards is a success; the 
directives introduced consolidated statements, which was new for many member 
states, too. The states also have different approaches to national standard-setting. 
Some have legally accepted standard-setters, others just organizations which issue 
opinions and recommendations; half of the member states have standard-setters 
that are public committees, whereas the others have private organizations; and 
also the legal status of the standards ranges from mandatory to just recommenda- 
tions. So, to bring some commonality on them is a success. On the other hand, the 
actual harmonization achievements were low. Considering that countries like 
Germany, the U.K. and France are member states, you can imagine how difficult 
it can be to foster agreement among them. The key word was options. Options 
were introduced in case there was no sign of a compromise. The two directives 
contain more than a hundred options. In practice, major differences would 
prevail, not just because of the options, but also as transposition into national 
laws and interpretation were influenced by national regulation. For example, 
member states do have a different understanding of what ‘realization’ or ‘probable’ 
means. 

(Just as a reminder: The first draft of the Fourth Directive in 1971 was prepared 
under heavy German influence. Shortly afterwards, the U.K. joined the EU. 
Obviously, the U.K. was not at all happy with that draft, and besides lobbying hard 
to get U.K. standards into the directive, the U.K. was a major force behind founding 
the [then] [ASC—which was part of a fall-back strategy in case they had difficulty 
with getting U.K. thinking into the directives—which they did not.) 
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The EU Commission, well aware of the limited success, struggled hard to come 
up with a solution. At first it tried to achieve mutual recognition with the U.S., 
which was not successful. The Daimler Benz listing on the NYSE broke the ice, 
and the EU found a new strategy in 1995, that was simply support of IAS, and in 
the course to pave the way for an efficient European capital market. In 2000 it 
proposed the idea of adopting IAS for listed corporations directly. In July of this 
year, the regulation was finally passed. It requires a mandatory application of 
LAS for all listed corporations domiciled in the EU by 2005. This would. affect 
some 7,000 corporations of which currently only some 300-400 apply IAS. What 
is remarkable is the fact that the regulation has immediate effect, there'is nothing 
national legislators would have to do. Interestingly, there appear to be countries 
that go faster: For example, Greece recently enacted legislation shifting the deadline 
from 2005 to as early as 2003. This would mean Greek corporations would have 
to draw up IAS statements already by 2002. 

By the way, the internationalization does not halt at preparing financial state- 
ments, it is likely to spill over to auditing, as well. The FEE, which is the associ- 
ation of European auditors, recently proposed that statutory audits of financial 
statements should be performed in compliance with International Standards on 
Auditing, and that a forum of European national auditing standard-setters should 
be installed to support their implementation in the member states. 

The IAS regulation also provides an option for the member states to permit or 
require companies which prepare consolidated statements, or even all companies, 
to use IAS instead of national law. It remains to be seen to what extent the states 
will make use of these options. For example, in Germany the current view is to 
pass all the options to the companies. A major problem is income tax measure- 
ment which currently relies on financial income. Since tax assessment must be 
on the same basis for all firms, it cannot be dependent on what set of standards 
they apply for their financial statements. I expect that the tax laws will come to 
include separate recognition and measurement rules to assess taxable income; this 
will increase clerical work for many, particularly smaller companies. Dividend dis- 
tribution is also contingent on the income reported in the financial statements. 
This will mean that the legislator will have to introduce new rules for retained 
earnings if it continues to consider dividend payout restrictions important. 

Another issue is that the IAS regulation leads to a loss of power in setting 
accounting standards within the EU. The de facto delegation of the development 
of accounting standards to an international private standard setter is a remarkable 
move, because it contrasts with the usual pattern of accounting standard setting 
which is the domain of political interest groups that do not want to lose influence. 
To address concerns about the influence on accounting standards, the EU 
Commission set up an endorsement mechanism which would guarantee that LAS 
are only adopted if they conform with the ‘true and fair view’ that is imminent in 
the accounting directives, are conducive to the European public good, and meet 
the criteria of understandability, relevance, reliability and comparability. All 
existing and future IAS should be evaluated along these lines before they are 
endorsed. 
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In 2001, the European Financial Reporting Advisory Group (EFRAG) was 
established as a technical expert committee to provide a quick technical assess- 
ment of IAS in the European context. Not surprisingly, the EFRAG recently pro- 
posed to the Commission to endorse all existing LAS en bloc. It is expected that 
rejection of a future IAS would be a rare exception—nobody wants to have EU 
IAS—but it must be a credible threat for the endorsement mechanism to have any 
meaning. To avoid the rejection of a standard, the EFRAG is expected to pro- 
actively influence the development of standards. 

There are practical obstacles with adopting IAS. One was encountered by the 
EU Commission when it realized that endorsement of IAS requires publication of 
the standards in the official journal of the EU, which is publicly available to every- 
one. Since the standards are copyrighted, and publications are a major source of 
revenue to the IASB, a deal had to be negotiated which essentially includes a 
waiting period before new standards find their way into the official journal. Trans- 
lation is another issue, but I do not want to get into detail on this. 

More controversial is how to guarantee uniform interpretation, practical applica- 
tion and enforcement of IAS. Experience with the directives teaches us that com- 
panies and accountants tend to interpret standards based on their background, 
which is a national one. It has not become clear yet how uniform interpretation 
will be ensured; many would appeal to the IFRIC to offer additional guidance. 

I am not sure whether the interpretation of IAS will be a major future task of 
national standard setting bodies. Clearly, their role will diminish if IAS is 
adopted. Fortunately, as an Austrian, this would not be critical, as we currently 
do not have a standard setter anyway. But there is much discussion going on in 
Germany, where the private standard setter was established only in 1998 and 
has since been quite controversial. The question of the role of national standard 
setters will be more important in countries that have strong standard setters, such 
as the U.K. I doubt if national bodies should become too much involved in inter- 
pretation of [AS—aside from truly national issues. 

Similar thoughts concern enforcement. Diversity reigns in the enforcement sys- 
tems of the EU member states: there are currently approximately forty enforcement 
organizations in the fifteen EU-Member States. Some are set up by the stock 
exchanges, others are part of stock exchange regulatory bodies or government 
departments, and others are private bodies. A substantial number of countries do 
not have an oversight system that goes beyond simple formal checks. While a 
European securities oversight body was discussed as a potential way to assure 
enforcement, this is not what the EU Commission proposes. The Commission 
seems to want to rely on national enforcement with a committee on the European 
level to coordinate enforcement practice in a consistent way across countries. 

Let me finally come to the grand picture of global standard setting. When the 
IASC was transformed to its new organization it adopted as another objective the 
convergence of naticnal accounting standards to—well—IAS, or IFRS as they will 
be called in the future. Actually the IASB and the FASB launched an effort to 
eliminate major differences between their standards. What we have seen so far is 
often a one-sided convergence, namely of IAS to U.S. GAAP. However, to be 
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fair, there seem to be a few major departures, at least in the plans, and I just men- 
tion two: employee stock options, and a full fair value measurement option for 
financial instruments that the IASB proposed. 

J am not convinced that moving into the direction of a single global accounting 
standard is the best of all worlds. It creates a monopoly. We know that mono- 
polies do have some drawbacks, even in settings with network effects. One is that 
compromises may become necessary as more nations want to contribute their 
ideas to a global standard. Political influence may focus heavily on the then single 
standard setter; examples would include lobbying endeavours for expensing stock 
options and against fair value measurement. Standard setting may become slow 
and inefficient, innovation may slow down, and so on. 

Competition, just like in product markets, may have a virtue along these dimen- 
sions; the downside, of course, is that comparability is somewhat reduced. But I 
think this argument has been exaggerated; ‘apples-to-apples’ comparisons are 
difficult even under the same regime. What I, as an academic, would find particu- 
larly attractive about competition is the fact that it is difficult if not impossible to 
rank standards on a better—worse scale. Is the movement to fair value good or bad 
relative to sticking to historical cost? Is segmentation according to the manage- 
ment approach ‘good’ or ‘bad’ relative to the risks and rewards approach? Well, I 
do not know how to measure the effects. Markets might provide answers, if one 
lets them. In particular, I do not believe there will be a race to the bottom; many 
companies would find it beneficial to signal high reporting quality by choosing 
a more rigorous standard. Innovations could be put on the test. However, this 
would require having rather diverse standards, not basically converged ones.. 

(The New Market at the Frankfurt Stock Exchange allows listed corporations 
to select either IAS or U.S. GAAP, and some 50 per cent choose each. The New 
Market may not be the best example, I know, because there were many things 
going on, and the stock exchange announced it would close it by the next year. 
But the principle is worth considering.) 

What I believe, though, is that regulators should restrict the set of standards 
companies would be able to choose from. Let me call this ‘controlled’ competi- 
tion. I know the current developments in the EU, and in Australia, are in contrast 
to this, as they rely on a single standard. But perhaps this is just to give some 
counterweight to the current U.S. position which—still—considers U.S. GAAP 
the best standards in the world, and does not accept other standards without re- 
conciliation. If the U.S. opens up, then why not have two or three different stand- 
ards compete in the corporate world? Let me just finish with this scenario. 

I hope my remarks gave you some useful thoughts to consider. Thank you. 

Alfred Wagenhofer, University of Graz 


HARMONIZATION, CONVERGENCE AND BEYOND 
In this presentation I will try to answer three questions: What were the problems 
with the old IASC? Will the new IASB work? What are the likely. problems? In 


trying to answer these questions I will adopt a New Zealand perspective. However, 
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I caution that the views expressed are my own and are not the official views of 
the Financial Reporting Standards Board, which are only determined after delibera- 
tion and due process. 

Before I begin I think it is worthwhile outlining New Zealand’s current 
approach to harmonization and convergence. The FRSB has had a strong commit- 
ment to international harmonization, which is evident from its participation on 
PSC, G4+1, and JWG. In 1998 it began a trial policy to issue almost verbatim 
(except for minor changes to terminology or format) exposure drafts based on 
either IASC or AASB standards. With the formation of the IASB, the FRSB 
revised its position. The current view is expressed in ED 92, Preface to Financial 
Reporting Standards, which was based on the AASB’s Policy Statement 4, Inter- 
national Convergence and Harmonization Policy (April 2002). The bottom line 
is that the FRSB is to develop financial reporting standards on the basis of a 
rebuttable presumption that the standards of the IASB and PSC represent best 
practice, and that the board will only depart from those standards in rare and 
exceptional circumstances (Hagen and van Zijl, 2002). ~ 

It is fair to say that the ‘2005 Directive’ from the Financial Reporting Council 
has thrown the FRSB and ASRB off balance. The two boards are currently reas- 
sessing the harmonization and convergence strategy. 

With that background, let us go back to try and answer the three questions 
posed earlier. 


What Were the Problems With the Old IASC? 
Timeliness A few years ago I wrote a paper on a New Zealand perspective to 
harmonizing with overseas accounting standards (Bradbury, 1998). In researching 
that paper I began by listing the first ten standards issued by the ARSB (the 
former board to the FRSB) and the first ten IAS. (Prior to this date, standards 
were modified copies of English standards.) The first SSAP was issued in Novem- 
ber 1974 and displayed the LASC crest on its cover. My conclusion from this study 
was that the IASB and the FRSB pursued their own agendas. ~- 

This suggests that the timeliness with which the [ASC could address topics that 
were important to local standard setters was an issue that reduced the harmoniza- 
tion between FRS and IAS. 


Local Accounting Standards The same study also indicated another reason for 
loss of harmonization—the preference for local accounting standards. Wholesale 
adoption of LAS seemed to be inappropriate because of legal (consolidation 
accounting), commercial (farm inventories, interim reporting, depreciation) and 
professional (auditing requirements) differences. 

On the other hand, too many accounting alternatives found their way into inter- 
national standards, such that LAS were perceived to be weak. The move to having 
a benchmark treatment and an allowed alternative treatment completed in 1993 
represents a major step in improving the quality of IAS. 


Support and Enforcement The IASC was founded in June 1973 with limited 
membership. Its major support was from the accounting professions (through its 
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association of IFAC). However, accounting professions have been relatively 
weak in enforcing their own standards and typically have had to rely on legislative 
support. For example, in New Zealand we have a statutory board (the ASRB) 
to provide legal backing to standards developed by a professional committee 
(FRSB). - 

Clearly the agreement to work with IOSCO and produce a set core of standards 
was á major task undertaken by the LASC. In May 2000 IOSCO recommended to 
all its members that they allow multinational issuers to use IASC standards, as 
supplemented by reconciliation, disclosure and interpretation where necessary 
to address outstanding substantive matters at a national or regional level. This 
endorsement by IOSCO was a major step in the acceptance of LAS. 


Will the New LASB Work? 
It just might because it has addressed each of the three weaknesses noted above. 


Timeliness At the present time most jurisdictions have a similar core of account- 
ing standards. So while the priority of standards might have been different when 
accounting standards were first set, timeliness of initiating authoritative guidance 
is less of an issue. 

Furthermore, the IASB has a board comprising mainly full-time members and 
research staff. It can react much more quickly and more comprehensively that the 
old IASB. 


Local Accounting Standards In today’s global economy local differences are not 
as important. Furthermore, financial analysts seem to think that the choice 
between accounting methods is often arbitrary and therefore ‘comparability’ is 
one of the more important qualitative characteristics. 

In April 2001 the IASB announced its ‘improvements project’. While currently 
in the exposure draft stage, this project will eliminate many, if not all, alternatives 
in IASC standards. This will undoubtedly improve the quality of IAS. 

Another major improvement in the quality of standards is the change in the 
goal of the IASB. Instead of harmonizing (to perhaps the lowest common denom- 
inator) the goal is now to converge to ‘a single set of high quality, understandable 
and enforceable global accounting standards’ (IASB Mission Statement). 

The IASB partitions its workload into ‘Active Projects’, ‘Active Research Topics’ 
and ‘Other Topics’. Its active project on ‘First-Time Application of IFRS’ is also 
a major move to enhance acceptance of international accounting standards. It will 
provide corporates and countries with the mechanism to adopt IFRS. 


Support and Enforcement In addition to the re-organization of the IASC to 
achieve a full time independent standard setting board, a major support struc- 
ture within the IASB is the role of National Standard Setters. Seven NSS have a 
privileged position in that they have an IASB member resident in their jurisdiction. 
Australia and New Zealand have a joint liaison member (Warren McGregor). 
Given the size of our combined capital markets we are in a very privileged posi- 
tion to have such representation. 
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What Are the Likely Problems? 
Timeliness The pendulum has swung the other way. The new timeliness problem 
relates to NSS trying to keep up with the IASB. NSS typically comprise part-time 
members who are now facing an avalanche of discussion papers. As a part-time 
FRSB member I have difficulty keeping up with a full-time IASB and also the 
need to try to provide mput into local FRSB projects. 

This is not just an external issue. The LASB has two part-time members. These 
board members have to read the same amount of material as the full time mem- 
bers. So I wonder how long this situation will continue? 


Local Accounting Standards While in a global economy local accounting differ- 
ences are not as important, they are nevertheless still important. The major issue 
for New Zealand is how to incorporate (a) differential reporting and (b) public 
sector accounting within our version of IFRS. 

The IAS has an ‘active research topic’ on “The Application of IFRS to Small 
and Medium-Size Entities and in Emerging Economies’ which might go some way 
to resolving the differential reporting issue. However, IFRS are aimed primarily 
at consolidated financial statements of multinational listed companies, whereas 
New Zealand accounting standards are applicable to all entities that provide gen- 
eral purpose financial reports (e.g., listed companies, unlisted companies, not-for- 
profit entities and public sector entities). 

A major issue for New Zealand is that for over a decade the FRSB has had a policy 
of issuing sector-neutral standards. Including public sector within the private sector 
standard setting framework has resulted in higher quality standards. At the cost of 
having a longer ‘due process’ it makes the accounting more robust and comprehens- 
ive. The problem is, how does the FRSB maintain its commitment both to issuing 
sector-neutral accounting standards and to international convergence. Does it: 


1. Add additional paragraphs within IFRS relating to public sector activities? It is 
unlikely that these standards would still be described as IFRS. 

2. Clip-on a couple of appendixes relating to differential reporting and public 
sector accounting? This would not give equal prominence to both private and 
public sectors. 

3. Have two separate standards? Does this mean we have two boards? This 
seems to be a retrograde step. 


While conceptual frameworks are all very similar, each jurisdiction has its own. 
(Conceptual frameworks are similar but not identical. As the New Zealand State- 
ment of Concepts applies to both public and private sectors it employs sector neu- 
tral terminology and includes a discussion of service performance reporting.) It 
would seem that a prerequisite to converging to a higher quality set of standards 
would involve the convergence to a higher quality conceptual framework. At a | 
minimum, an ‘improvement review’ would be desirable. 


Support and Enforcement My concern here is what happens to the NSS support 
for the IASB after 2005 or whenever full convergence is achieved. The current 
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IASB is built on a partnership role with NSS. After 2005 will our own constituents 
say: Participation in international projects is expensive and a significant ‘tax’ on 
professional membership fees. Why do we need an FRSB? Why not simply adopt 
IFRS? If there is no FRSB, what happens to the role of the NSS after 2005, and 
therefore what happens to a major supporting (and perhaps funding) structure of 
the IASB? 

If we think of the role N.Z. and Australia play in international standard setting, 
we ‘punch above our weight’. In terms of the size of our capital markets we could 
ask, why are we there? We are there because we (as preparers, auditors, users of 
financial statements and as academics) have expertise in standard setting process. 
We have a significant amount of intellectual capital invested in the standard set- 
ting process, which we have applied to international forums (such as G4+1, JWG, 
LASB). 

A major concern is that if we do not continue to participate in international 
standard setting, then will this intellectual capital erode? The FRSB’s (and 
AASB’s) role is already changing from one of standard setting to one of advo- 
cacy. We do not set standards any more. We submit comments on them. In ten 
years time will the role of the FRSB further move from one of advocacy to one of 
simply educating constituents of the new international rules? Will we as academics 
simply teach what is prescribed rather than what might be? Will we challenge 
what is? | 

All I can do here in this forum is raise these concerns and hope that FRSB, 
AASB and IASB consider these issues as we move to convergence and beyond. 

Michael Bradbury, UNITEC Institute of Technology 
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AN AUSTRALIAN PRACTITIONER’S PERSPECTIVE 


1: The Relevance of History 
Since accounting came into relatively widespread use (albeit widely misunder- 
stood widespread use), there have been four significant eras: 


1. The agrarian era (first 2000 years), in which the earliest recorded example of 
bookkeeping was in Sumeria, where records of livestock and crops were 
recorded in symbolic form on clay tablets and kept in sealed clay jars (despite 
the obvious name connection, this is not the source of the term ‘jam jar 
accounting’). 

Sumerian artistic techniques were both sophisticated and ornate. Cuneiform 
writing dates back to before 3000 Bc and clay tablets and clay cylinder seals 
were used to mark documents and record property. 

The primary focus of reporting throughout the Agrarian era was on assets 
and on stewardship. Even feudal accountability maintained this assets/steward- 
ship focus. 

. The mercantile era (fifteenth to eighteenth centuries), which saw the com- 
mencement of voyage accounting and subsequently the formation of joint 
stock companies. 

There was a considerable increase in the level of sophistication in capital 
formation during this period. However, accounting maintained its historic/ 
stewardship focus. For example, returns from successful voyages were 
recorded almost as windfalls (and given the risks associated with sea travel and 
the nature of the vessels, ‘windfall’ was an apt description). 

. The industrial era (thirteenth to twentieth centuries) during which the need for 
more sophisticated financial reporting began to emerge. However, it was not 
until the initially relatively narrow base of industrial asset ownership became 
much more widespread that the pressure for better accounting information 
really developed. 

. The knowledge/information era (commencing late in the twentieth century), 
characterized by the exponential increase in the level of information and 
knowledge, combined with the increasing ease with which it could be accessed 
by a widespread and rapidly expanding proportion of the community, trans- 
formed the economic landscape. 

However, accounting development did not keep pace with this very 
significant change. Nor did it adapt at a rate anywhere near consistent with the 
rapid growth and emerging dominance of the financial and service sectors in 
the more developed economies. 


Traditional accounting coped relatively well in the first era, adequately in the 
second, inadequately in the third, and so far hasn’t even begun to get to grips with 


the fourth era. 


Accounting is at a watershed. That watershed is the transition from the present 
mixed model of historic costs and market values to a full market value system. 
Sadly, the reactionary elements of the profession are preventing accounting thinking 
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(an oxymoron in some people’s view) from getting to grips with the current diffi- 
cult and increasingly dynamic era. 

The relevance of this brief historical overview lies in the fact that accounting 
had developed enough problems of its own, even before globalization became the 
issue that it is today, and even before issues such as international harmonization 
and convergence came along. 


2: The Conceptual Framework 

The conceptual framework is commonly presented in a triangular shape which you 
are all familiar with. SACs 1 to 4 are at the top of the triangle and the incomplete 
parts of the conceptual framework at the base (e.g., measurement). I note in passing 
that only accounting standard setters would build a triangle from the top down. 

In essence, the conceptual framework: (a) is incomplete, and (b) has holes in 
the bits that are complete. To make matters worse, the IASB, whose standards 
Australia has committed to adopt, and especially the IASB staff who develop the 
discussion papers for the board’s consideration, are trying to solve all accounting 
issues by trying to develop solutions that can be squeezed into the existing 
definitions of assets, liabilities, income and expense. 

Conceptual framework inadequacies are not just an IASB problem. As time 
goes on, an ever increasing proportion of accountants will have learnt their craft 
at universities and other educational institutions whose courses are significantly 
focused on the (existing) conceptual framework. Thus, as time progresses, the 
proportion of accounting practice influenced by previous notions of what was gen- 
erally accepted accounting practice will be diminished and replaced by practice 
driven, or at least substantially influenced by, the accounting conceptual framework. 

However, many accounting issues are complex. Furthermore, the simple fact is 
that you can’t fit (large) square pegs (i.e., all accounting problems) into (small) 
round holes (i.e., the existing framework definitions). 

The solution to this dilemma is obvious. Complete the framework. 

Yet sadly, there has been no visible progress in Australia on completing the 
conceptual framework since SAC 4 almost a decade ago. 

Worse still, it is unlikely that any significant progress will be made in Australia 
in completing the framework for many years. 


3: Materiality 

The concept of materiality is sufficiently reasonably stated in the accounting 
standards and accounting literature, and so widely understood that it does not 
have to be repeated here. 

in most forms of endeavour the aim is to achieve the maximum impact with the 
generally limited resources available. 

In the capital markets today, some 65 per cent of equity market values are rep- 
resented by intangible assets. These include identifiable assets such as brands, 
mastheads, licences etc. and goodwill. Yet despite their obvious materiality and the 
significant problems associated with intangible assets, there are no Australian stand- 
ards on identifiable intangible assets and only one Australian standard on goodwill. 
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In other words 97 per cent of accounting standard effort has been focused on 
35 per cent of the financial statements. 

Even in the case of the goodwill standard, controversy has surrounded this 
standard since its first issue in 1988. The obvious solution to this controversy was 
to explain to corporates, to users and to the profession that goodwill amortization 
rules were about the concept of capital maintenance and intergenerational equity. 

Instead, the LASB took the easy, and for the present, the popular way out by 
removing the mandatory amortization rules. 

The goodwill standard is thus to be changed from its twenty year amortization 
basis to a permanent diminution of value basis. 

This is like moving from ‘water on a stone’ to the ‘big bang’ theory. 

Simply put, the most important balance sheet items in today’s world have been 
totally or largely ignored by the standard setters both at a conceptual and at the 
accountings/standards level. 

The one area of intangible assets that standard setters have focused on has 
never had its basic logic and conceptual support ever adequately (or at all?) 
explained to the business community or the profession. 

In other words, inadequate development of the conceptual framework has not 
only caused standard setters to largely ignore the most important parts of the bal- 
ance sheet (i.e., intangible assets) but to make a mess of that part of intangible 
assets (i.e., goodwill) which they did consider. 

Unfortunately the problems caused by the inadequacies (an incomplete state) 
of the conceptual framework are not confined to intangible assets. _ 


4: Why Mandatory Adoption of [ASB Standards Is Wrong 

Saying anything against international standards is like making adverse comments 
on motherhood. Despite my role on IFRIC (which in broad terms is the IASB 
equivalent of the UIG), I am not a supporter of mandatory adoption of IASB 
standards. 

Even New Zealand at least has a rebuttable assumption that IASB standards 
are world’s best practice standards. It almost goes without saying that the assump- 
tion can be rebutted in many cases. 

However, you have all heard the benefits of international harmonization being 
trumpeted from the rooftops. 

The reality from Australia’s perspective is different. The reasons why mandat- 
ory adoption of IASB standards is not the panacea its advocates proclaim include 
the following: 


1. There is too much paper being issued and consistency and quality have inevit- 
ably slipped. 

2. Australia’s particular accounting needs and Australia’s capital market needs 
have been both ignored and made irrelevant by the push for and acceptance of 
mandatory adoption. 

3. Australia’s legislative setting process has been abdicated to an offshore body 
on which it has only one representative (and that’s not necessarily permanent). 
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4. It will cause a serious loss in Australia’s intellectual capital and in Australia’s 
standard setting capabilities. Australia will inevitably cease to be an inter- 
national centre of accounting excellence. 

5. Mandatory adoption of LASB standards will have serious adverse impacts on 
Australia’s cost of capital when capital becomes relatively scarce again. 


Too Much Paper Too Quickly 
The IASB has replaced the former IASC and is presently involved in an ‘orgy of 
standard setting reform’. 

The trouble with orgies is that unless you are involved in the orgy yourself you 
can take a critical and objective view of it. 

In its enthusiasm for reform, and driven by the need to fix many of the glaring 
problems in the existing [ASC standards, the [ASB is producing too much paper 
too quickly. 

There is currently so much output from the IASB that: (a) quality i is slipping, 
and (b) most Australian (and indeed most international) companies and practi- 
tioners and even most partners in the larger accounting firms are not even reading 
what is being produced by the IASB. 


Mandatory Adoption 

The FRC decision to announce mandatory adoption has since been rationalized on 
the basis that the announcement would shock the corporates into taking harmon- 
ization seriously and to start to prepare for the introduction of the new standards. 

The Australian corporate view is that Australia is a long way away from the 
IASB. The IASB is, after all, on the other side of the world. 

The corporates also think that mandatory adoption makes their views irrelev- 
ant. As a result, most corporates no longer bother to get involved in responding 
to IASB, or even AASB exposure drafts, etc. This is because they believe that in 
practical terms their views will either bé ignored or will make so little impact that 
there is no point in even being involved in the process. 


Legislative Due Process It is widely perceived that the Australian accounting 
community and the AASB have been effectively emasculated. This is because 
adoption of [ASB standards by Australia is now mandatory. 

While international harmonization might seem like a good idea in econ the 
reality is that Australia is only one voice at the [ASB table. This is despite the fact 
that compliance with AASB standards is mandatory by law in Australia. 

Thus what has happened is that the legislation setting role of parliament has not 
just been delegated to the AASB (a very rare privilege) but that legislation set- 
ting role has now been abdicated to the IASB where Australia is outnumbered 
thirteen to one. 

From a parliamentary and constitutional perspective, this is simply unacceptable. 


Loss of Intellectual Capital 
Australia, to date, has been a world recognized centre of excellence in accounting 
standard thinking. This has also generated significant benefits for our capital markets 
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(e.g., relatively rapid introduction and use of new financial instruments, more 
developed and more sophisticated capital markets, etc.). 

However, mandatory adoption ultimately drives the best people out of standard 
setting and discourages the best people from participating in the process, because 
they perceive that their contribution is no longer relevant (and it probably isn’t). 

Loss of the advantages of competitive tension and loss of iterative interchange 
between standard setters inevitably follows. 

The end result is that not only is Australia’s intellectual capital pool dimin- 
ished, but the whole international standard setting process suffers. 


Cost of Capital 
At the most fundamental level, Australia is a capital scarce economy. 

With international harmonization, combined .with the lack of any effective 
international enforcement mechanism, the best that Australia can now hope for, 
. given mandatory adoption of [ASB standards, is to become a ‘me too’ borrower 
in the world’s capital market. 

As a large importer of capital, Australia will pay dearly for its ‘me too’ status 
when capital becomes scarce again. 

Wayne Lonergan, University of Sydney 
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Keeping Watch! 
Recounting Twenty-Five Years of the Office 
of Chief Accountant, U.S. Securities and 
Exchange Commission, 1976-2001 


This article adds to the literature of accounting regulation by providing 
background, including facts and circumstances relating to a quarter cen- 
tury of SEC activity preceding the events identified with the reshaping of 
the capital markets following the dot.com collapse and the attack on the 
World Trade Center, 11 September 2001. The subsequent collapse of 
Enron, the bankruptcy of Worldcom, the dissolution of Andersen, one of 
the Big Five accounting firms, and the passage in the United States of the 
Sarbanes-Oxley Act, collectively have ushered in a new era of public— 
private capital market relationships. This study provides guidance and 
outlines topics useful to future researchers undertaking assessments of 
regulatory policies and the individuals involved in their administration. 

From 1976 to 2001 five individuals played a significant role in the devel- 
opment of the U.S. Securities and Exchange Commission’s disclosure and 
reporting practices by virtue of their office and the collective influence of 
their views. A. Clarence Sampson (1976—87), Edmund Coulson (1988- 
91); Walter P. Schuetze (1992-95), Michael H. Sutton (1995-98) and 
Lynn E. Turner (1998-2001) directed accounting policy activities at the 
SEC during these years. 


Key words: Accounting policies: History; Office of Chief Accountant; 
Regulation; SEC chief accountant; U.S. Securities and Exchange 
Commission. 


The U.S. Securities and Exchange Commission (the SEC or Commission hereafter) 
is more than a public watchdog agency for the buying and selling of U.S. securities. 
The SEC estimated that 14,100 entities will file annual reports with the Commis- 
sion in fiscal year 2003 (USSEC, 2002). Simply put, the ‘Commission is a small agency 
with a big mission—protecting investors’ (Hunt, 1997, p. 6). The SEC’s primary 
responsibility with regard to financial reporting is to promote full and fair disclos- 
ure. To that end, the SEC and its relationship with those who are involved in the 
communication of information to the capital market community are important. 


Gary J. Previrs is Professor of Accountancy, Case Western Reserve University; HELEN M. RoyBark 
Assistant Professor of Accounting, Radford University; and Epwarp N. Corrman Professor of 
Accounting, Virginia Commonwealth University. 
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The process of such communication is both dynamic and evolutionary; con- 
sequently, new or revised administrative interpretations and practices arise in 
response. While manv groups (auditors, preparers, academics, investors) have con- 
tributed to the corporate external reporting process, no one group has influenced 
business reporting more than the Office of the Chief Accountant (OCA hereafter). 
Eleven individuals have held permanent appointments as chief accountant from 
the SEC’s inception through to 2002. Previts (1978) outlines the background and 
accomplishments of the first five chief accountants from the beginning of Carman 
G. Blough’s term in December 1935 to the end of John C. Burton’s term in 
September 1976' (and see Moran and Previts, 1984, for an overview of the first fifty 
years of the SEC). 

This article identifies and describes important issues and policies that the next 
five chief accountants, who held office from September 1976 to August 2001, have 
addressed—A. Clarence Sampson (1976-87), Edmund Coulson (1988-91), Walter P. 
Schuetze (1992-95), Michael H. Sutton (1995-98) and Lynn E. Turner (1998-2001). 
Each chief accountant was affected by specific economic and political events which 
shaped the marketplace (oil and gas accounting, savings and loan crisis, and 
so forth). However, there are evergreen issues that transcend individual chief 
accountants and are fundamental topics in a regulatory regime. These topics are 
identified regularly in the activities of the subjects of our study to include: auditor 
independence and scope of services; evaluation of internal controls and auditor’s 
responsibility for detection of fraud; the quality of global financial reporting; and. 
the process by which financial reporting standards are established. 

While the discussion in this article is directed to those individuals who were 
permanent appointments to the chief accountant’s position, for purpose of a 
complete record, Figure 1 also identifies the individuals who held this position on 
an acting basis. 


ORIGINS OF THE SEC, THE OFFICE OF THE CHIEF ACCOUNTANT, 
AND AUDIT INDEPENDENCE AT THE SECURITIES AND 
EXCHANGE COMMISSION 


Federal: government regulation of the securities markets followed the 1929 stock 
market crash (Flesher and Flesher, 1986; Committe, 1989). Initially; the Securities 
Act of 1933 (the ‘registration act’) was the responsibility of the Federal Trade 
Commission, but with the passage of the Securities Exchange Act of 1934, the 
SEC was established and assumed responsibility for both initial and continuing 
registration of public company securities (USSEC, 1997c). As an independent, 
non-partisan, quasi-judicial regulatory agency the SEC has, as one of its primary 
responsibilities, to promote full and fair disclosure in order to protect the public 
interest. 


* The first five chief accountants were Carman G. Blough (1935-38), William W. Werntz (1938-47), 
Earle C. King (1947-56), Andrew Barr (1956-72) and John C. Burton (1972-76) (Previts, 1978). 
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FIGURE 1 


U.S. SECURITIES AND EXCHANGE COMMISSION HISTOGRAM— 
OFFICE OF THE CHIEF ACCOUNTANT, SEPTEMBER 1976-AUGUST-2001 
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Office of the Chief Accountant 

The chief accountant is the principal adviser to the Commissioners and other 
senior administrators on accounting and auditing matters arising from the various 
securities laws. Primary activities of the OCA are designed to achieve compliance 
with accounting and financial disclosures required by Federal securities law 

(USSEC, 1997c). 

- The OCA assists the Commission in monitoring the structure, activity -and 
decisions of private-sector standard-setting organizations, which includes the Finan- 
cial Accounting Standards Board (FASB), and works closely with the AICPA 
and other professional organizations that are involved in preparing and dissemin- 
ating financial information and corporate reports to the capital markets. The SEC 
also maintains important liaisons with the AICPA’s Auditing Standards Board, 
its SEC Practice Section, its Accounting Standards Executive Committee, and 
until recently the Independence Standards Board and the Public Oversight Board. 
The last two entities concluded their operations in late 2001 and early 2002, respect- 
ively (USSEC, 2001b; USGAO, 2002). Under the law establishing the Public 
Company Accounting Oversight Board the SEC has primary oversight responsibil- 
ity for this new agency, the registration of public company auditing firms, audit 
standard setting for public companies and the periodic inspection of registered 


149 


ABACUS 


auditing firms (Sarbanes-Oxley Act, 2002). The OCA also is responsible for 
making recommendations to the SEC Division of Enforcement which was created 
in August 1972 (Moran and Previts, 1984).” 

Although the Commission was established in 1934, a rationale to provide an 
accounting disclosure system remained unclear until 1938, when the SEC issued 
Accounting Series Release (ASR) No. 4 (USSEC, 1938). This release established 
that substantial authoritative support identified with sources in the private sector 
would serve as the basis for accounting principles recognized by the SEC.° In the 
early 1940s, the SEC codified as Regulation S-X (ASR 12), the form and the 
content of financial statements to be filed with the Commission (USSEC, 1940).* 
Taken together, a process for identifying the principles, form and content of public 
company reporting intended to elicit informative disclosure was thus put in place.° 


Regulation in the U.S.—Mandates and Markets 

In his writings on the themes of American regulatory experiences, beginning with 
the nineteenth-century state railroad commissions, through the Progressive, New 
Deal and Great Society periods of U.S. history, McCraw (1984) asserts that while 
multiple theories of regulation exist, only one is very useful, namely the theory of 
‘public use of private interest’. ‘According to this idea, regulators should always 
exploit the natural incentives of regulated interests to serve particular goals that 
the regulators themselves carefully defined in advance . . . [R]egulation in America 
has succeeded best,’ he argues, ‘when it has respected these incentives instead of 
ignoring them; when it has based its strategies less on some idealized vision of what 
the economy should do and more on a clear understanding of what the economy 
actually is doing. Regulatory strategies framed in ignorance or disregard of real 
economic conditions and market incentives .. . usually have led only to unfortunate 
results’ (pp. 308-9). : 

In terms of the capital market demand for audited financial reports during the 
period of this study, the SEC as the principal Federal regulator was affected by 
an increasingly popular political mood to seek ‘marketplace’ (i.e., deregulatory) 
solutions to resolve economic issues. Deregulation of industries, from interstate 
trucking and airlines, to electrical generation/energy and telecommunication, has 
been proposed as the appropriate approach. 

‘During the 1976-2001 period, consistent with this view, CPAs found themselves 
coming to terms with a longstanding Federal Tradé Commission (FTC) initiative 


2? The Division of Enforcement was established to investigate possible violations of the federal secur- 
ities laws and to prosecute the SEC’s civil suits in the federal courts as well as its administrative 
proceedings. l 


3 SEC’s formal recognition of private sector standard setting is traced to 1938—ASR 4, 25 April 1938 
(Moran and Previts, 1984). 


‘ Other important nonfinancial disclosures are specified in Regulation S-K. 


> The SEC’s principal accounting requirements are still contained in Regulation S-X, which governs 
the form and content of financial statements filed with the Commission. 
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which. sought to reduce perceived barriers to competition including ethical pre- 
cepts such as CPA prohibitions on advertising, commissions and contingent fees, as 
well as solicitations of audit clients and competitors’ personnel. In the FT'C’s view, 
the mandated service role of the CPA as auditor was to be supplanted by.a market 
defined scope of service consistent with the needs of users and the competencies of 
the providers as bargained for in the marketplace. In this competitively determined 
market, growth by acquisition of other professional service firms became common- 
place as technology expanded the market-:accessible to firms into one which 
required global reach. Adjusting the role of both professional and government 
regulatory regimes to this view posed significant challenges to the national profes- 
sional CPA organizations, State boards and societies, and in particular to the SEC 
and its principal accounting policy advisor, the chief accountant. Arguably deregu- 
lation, based on market principles, was closer to home, it was more State than 
Federal and more was expected of self-regulatory processes being disciplined by 
market response. The service providers and their professional organizations held a 
larger profile in providing the consumer quality services in a rapidly changing and 
competitive marketplace. - 

Since the adoption of ASRs 4 and 12, the Beate sector has worked with the 
SEC to improve accounting and reporting standards through various private-sector 
bodies—most recently the FASB. On 20 December 1973, the Commission speci- 
fied its recognition of the FASB in ASR 150 (USSEC, 1973), stating that financial 
statements conforming to standards set by the FASB would be presumed to have 
substantial authoritative support.® Since 2000, when it issued a concept release on 
the subject, the SEC has participated in forums to develop a globally accepted 
financial reporting framework, such as found in the standards of the International 
Accounting Standards Board (USSEC, 2000c). 

Accounting authoritative guidance offered by the Commission ean 1937 easel 
to March. 1982 took the. form of Accounting Series Releases. Over three hundred 
were issued. On 15 April.1982, these were superseded by two new series of 
releases: Financial Reporting Releases (FRRs) for accounting and auditing related 
matters, and Accounting and Auditing Enforcement Releases (AAERs) for 
enforcement matters. Prior releases still in effect were codified in FRR 1 (USSEC, 
1988b) and AAER 1 (USSEC, 1988c), financial reporting releases, and accounting 
and auditing enforcement releases, respectively. As of 31 August 2001, fifty-six 
numbered FRRs and 1,434 AAERs had been issued. Table 1 and Figure 2 indicate 
the frequency of these releases for the periods of service of the five individuals in 
this study. 

During the term of chief accountant John (Sandy) Burton in November 1972, 
additional published staff guidance was developed, when the OCA announced that 
it would issue a series of Staff Accounting Bulletins (SABs), intended to provide a 


€ In 1976 the SEC appointed the Advisory Committee on Corporate Disclosure to examine the system 
of corporate disclosure. This committee recommended that the SEC adopt an integrated process to 
link the reports required under the 1933 and 1934 Securities Acts into a continuous disclosure 
system (Moran and Previts, 1984). 
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TABLE 1 


U.S. SECURITIES AND EXCHANGE COMMISSION 
ACCOUNTING AND ENFORCEMENT RELEASES, SEPTEMBER 1976-AUGUST 2001 


Year/name of ASRS, ASRsp, FRRs AAERs SABs 
chief accountant 1937- 1937- 1 April 1982- 1 April 1982- 1975- 
31 March 1982 31 March 1982 31 August 2001 31 August 2001 31 August 2001 
Accounting Enforcement Accounting Enforcement Bulletins 
1937-1976 Blough-Burton 143 53 0 0 38 
1976 2 5 
1977 12 22 
1978 11 12 
1979 8 6 
1980 3 
1981 16 3 4 
1982 4 9 3 7 
1983 6 16 6 
1984 5 28 2 
1985 3 36 3 
1986 5 40 7 
1987 2 51 7 
Sampson 60 51 30 174 36 
1988 3 37 6 
1989 3 39 fi 
1990 36 1 
1991 
Coulson 0 0 6 112 14 
1991 Diacont Q 0 2 62 3 
{acting chief) 
1992 1 87 
1993 1 76 2 
1994 3 124 
1995 12 
Schuetze 0 0 “3 299 2 
1995 Riley 0 0 1 38 1 
(acting chief) 
1995 l 58 1 
1996 l 1 123 2 
1997 3 138 
1998 j 2 
Sutton 0 0 4 321 3 
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TABLE 1 
(CONTINUED) 
? 
Year/name of ey ASRs,, FRRs AAERs SABs 
chief accountant 1937- 1937- 1 April 1982- 1 April 1982- 1975 
31 March 1982 31 March 1982 31 August 2001 31 August 2001 31 August. 2001 
Accounting Enforcement Accounting Enforcement Bulletins 

1998 OCA vacant ooo 0 1 33 1 
1998 2 55 
1999 1 106 3 
2000 3 157 
2001 1 TI" 1 

Turner 0 0 7 395 4 

September 1976~ 

August 2001 60 51 56 1434 64 

1937- 

August 2001 203 104 56 1434 102 

ASR 1-307 (A & E) FRRs 1-56 AAERs1-1434 SABs 1-102 


ASR = Accounting Series Releases: Accounting and Auditing 
ASR, = Accounting Series Releases: Enforcement 

FRR = Financial Reporting Releases 

AAER = Accounting and Auditing Enforcement Releases 
SAB = Staff Accounting Bulletins 

* AAER No. 1400 intentionally omitted by SEC 


FIGURE 2 


US. SECURITIES AND EXCHANGE COMMISSION 
ACCOUNTING AND ENFORCEMENT RELEASES, SEPTEMBER 1976-AUGUST 2001 
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wider dissemination of the administrative interpretations and practices utilized by 
the Commission’s staff (the OCA and the Division of Corporation Finance) in 
reviewing financial statements. SABs assist in achieving consistency and reduce the 
likelihood of redundant comments. While these documents do not have authorit- 
ative status, they are important guides to accepted practice. As of 31 August 2001, 
102 numbered SABs had been issued.’ 


Audit Independence 

Auditor independence is more than,a,requirement imposed by the Federal secur- 
ities laws. Accountants have both a professional and an ethical duty to observe 
independence requirements related to their audit clients. The origin of independ- 
ence for the auditing function within securities laws is often traced to the appear- 
ance of Colonel Arthur Carter, then managing partner of Haskins & Sells (now 
Deloitte & Touche LLP) and president of the New York State Society of CPAs, 
before the Senate Banking Committee in 1933. Carter’s congressional testimony 
emphasized that independent accountants should audit financial statements of public 
companies. The official transcript of the 1933 Senate Banking hearing on the pro- 
posed securities law includes the following dialogue between Carter and the Com- 
mittee Chair, Senator Alben Barkley of Kentucky (U.S. Congress, 1933, p. 56): 


Senator Barkley: Is there any relationship between your organization and the organiza- 
tion of controllers represented here yesterday ...? 

Colonel Carter: None at all. We audit the controllers. 

Senator Barkley: You audit the controllers? 

Colonel Carter: Yes; the public accountant audits the controller’s accounts. 

Senator Barkley: Who audits you? 

Colonel Carter: Our conscience. 

Senator Barkley: I am wondering whether after all a controller is not for all practical 
purposes the same as an auditor, and must he not know something 
about auditing? 

Colonel Carter: He is in the employ of the company. He is subject to the orders of his 
superiors. l 

Senator Barkley: I understand. But he has got to know something about auditing? 

Colonel Carter: Yes. 

Senator Barkley: He has got to know something about bookkeeping? 

Colonel Carter: But he is not independent. 


The decision to involve an independent auditor and the public accounting profession 
in a uniquerole of protecting the nation’s public capital markets system—with the over- 
sight of the SEC—traces its social contract basis to these securities laws of the 1930s. 

‘Since the Commission’s creation in 1934, it consistently has emphasized the 
need for auditors to remain independent’ (USSEC, 1998a, p. 2). The Commission’s 
regulations on independence are set forth in Rule 2-01 of Regulation S-X and in 
the extensive interpretations, guidelines and examples for registrants and auditors 


7 On 9 May 2003 a codification of all SABs, to include removal of material no longer needed due to 
changes in authoritative standards, was issued as SAB 103 (USSEC, 2003b). 


8 AICPA SAS 1 (AU §220.03).and the AICPA Code of Professional Conduct. 
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to use in evaluating specific independence questions that are collected in Sec- 
tion 600 of the Codification of Financial Reporting Policies. According to the SEC, 
‘the basic test for auditor independence is whether a reasonable investor, knowing 
all relevant facts and circumstances, would perceive an auditor as having neither 
mutual nor conflicting interests with its audit client and as exercising objective and 
impartial judgment on all issues brought to the auditor’s attention. In determining 
whether an auditor is independent, the Commission considers all relevant facts and 
circumstances, and its consideration is not confined to the relationships existing in 
connection with the filing of reports with the Commission’ (USSEC, 1998a, p. 2). 


SEC CHIEF ACCOUNTANTS 


Chief accountants have dealt with a number of complex accounting and market 
conditions. A profile of each chief accountant and major issues and policies each | 
addressed during their terms of office is presented in the following section. 


A. Clarence Sampson (September 1976—December 1987) 
Andrew Barr, the SEC’s chief accountant from November 1956 to January 1972, 
recruited Clarence Sampson to the SEC in 1959. Sampson, a 1953 graduate of the 


A. CLARENCE SAMPSON 
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University of Maryland, spent two years in the Auditor General’s Office with the 
U.S. Air Force (1954-56). He passed the CPA examination (1956) on his first 
attempt, placing first in Maryland. During his early career, he worked for Arthur 
Young &. Company (1956-57) and Litton Industries (1958-59). He also taught 
accounting part-time at the University of Maryland from 1959 through to 1963 
(Hrisak, 1979). 

Sampson’s first assignment at the SEC was in the Division of Corporation 
Finance. He was transferred to the OCA where he served as associate chief 
accountant for eight years (1968-76), and briefly as acting SEC chief accountant 
following the retirement of Barr, prior to the appointment of John C. Burton 
in 1972. He served as deputy chief accountant under Burton and assumed the 
position of acting chief accountant in September 1976, when Burton left the SEC. 

During this period the Moss Bill was introduced in the House of Representatives 
(U.S. Congress, 1978). This bill, called the Public Accounting Regulatory Act, 
called for the establishment of the National Organization of Securities and 
Exchange Commission Accountancy (the NOSA, modelled after the National 
Association of Securities Dealers), which would consist of public and private par- 
ticipation in the regulation of auditors. This new organization would, under SEC 
oversight, review the audit work performed by independent public accounting firms, 
investigate audit inadequacies and complaints and take disciplinary actions where 
necessary. Public company auditing firms also would be required to register with 
the NOSA. 

The bill did not gain sufficient support for action; instead, the AICPA’s private- 
sector response to support the Division of CPA Firms within the AICPA was 
furthered as appropriate to the issues of the time. It is noteworthy, however, that a 
concept which today has led to the establishment of the Public Company Account- 
ing Oversight Board (PCAOB) under the Sarbanes-Oxley Act of 2002 had debuted 
in the Moss Bill nearly twenty-five years before, during another period of political 
unrest as to corporate accountability in the wake of Watergate. 

Sampson was appointed permanently to the position of chief accountant in 
August 1978 by SEC Chairman Harold M. Williams. Early in his term, in a June 
1979 interview conducted by the Journal of Accountancy, Sampson identified 
several challenges that he felt the accounting profession was facing (Hrisak, 1979). 
He noted that the ‘independence of accountants will continue to be a most essen- 
tial factor in financial reporting’ (p. 50). He then went on to specify that, ‘If the 
accounting profession strives for independence and self-discipline, implements a 
realistic system for inflation accounting and develops a strong conceptual frame- 
work for accounting, it will have overcome some of the major hurdles facing it 
today’ (p. 51). Sampson responded to other interview questions such as: 


Question: What do you see as the major challenges facing the Financial Accounting 
Standards Board today? 

Answer. The conceptual framework project is perhaps the most important one. There 
‘are still some difficult decisions to make. The immediate questions are the 
exposure draft on changing prices, foreign currency translation, the definition 
of elements of. financial statements and the consideration of the earnings 
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report and the funds flow and liquidity project—both in regard to format and 
to objectives. I believe the board is now making real progress and in the next 
year we may see final statements in these areas. (Hrisak, 1979, p. 51) 


- Several months later at the Accounting Research Convocation at the University 
of Alabama, Sampson (1979b) in his paper presentation affirmed ‘the FASB’s 
conceptual framework project is the most important financial reporting matter 
facing the profession’ (p. 22). He felt that ‘the lack of a comprehensive and mean- 
ingful conceptual framework has been largely responsible for the past failure 
of private-sector standard-setting bodies and the recent criticism of the FASB’ 
(p. 23). 

Sampson added: ‘if the government sets the standards we’d have more of an 
Internal Revenue Service mentality in financial reporting than we do now. The 
entire process is effective because the profession is obligated to follow its own 
standards. And frankly, that approach is consistent with my own philosophy that 
the government should not do anything that it doesn’t have to do. Over time, 
we’ve done a number of regulatory things, but we only did those things we had to 
do’ (JofA, 1988b, p. 80). For example, Sampson (1979b) noted that: 


While the staff's primary goal is to ensure compliance with standards, such reviews some- 
times provide evidence of a need for reexamination of the standards themselves. In these 
situations the Commission staff will communicate its findings to the FASB staff for their 
consideration. This type of interaction between the respective staffs should help to im- 
prove accounting standards and, thus, corporate financial reporting ... Accounting series 
releases (ASRs) are issued by the Commission on various accounting practices and disclos- 

_ ure rules. ASRs have been issued on occasion when the private sector has been slow 
to react to changing conditions (e.g., accounting for leases, interim financial reporting, 
replacement cost, etc.). (p. 18) 


On 19 December 1977, the Foreign Corrupt Practices Act of 1977 (FCPA) be- 
came effective, requiring reporting companies to make and maintain books, records 
and accounts that, in reasonable detail, accurately and fairly reflected the transac- 
tions and dispositions of the assets of the issuer. Reporting companies further were 
required to devise and maintain a sufficient system of internal accounting controls. 
Sampson believed that the FCPA would profoundly impact the internal auditing 
profession because of the increased emphasis on corporate accountability. Re- 
sponding to this new legislation in February 1978, the SEC issued ASR 242 (USSEC;, 
1978a), which stated: 


The Commission wishes to call to the attention of issuers, accountants, attorneys and 
other interested persons the enactment of the Foreign Corrupt Practices Act of 1977... 
Because the Act became effective upon signing, it is important that issuers subject to the 
new requirements review their accounting procedures, systems of internal accounting 
controls and business practices in order that they may take any actions necessary to 
comply with the requirements contained in the Act. (pp. 1-2) 


Speaking before the Institute of Internal Auditors’ 38th International Confer- 
ence in June 1979, Sampson (1979a) noted that ‘Challenges to, and pressures on, 
internal auditors, both individually and as a profession, are abundant as a result of 
the enactment of the Foreign Corrupt Practices Act’ (p. 30) and that ‘It is not 
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surprising that many companies are relying heavily on internal auditors to help 
answer these questions—and probably even more heavily to implement the solu- 
tions. This emphasis certainly will not be short term’ (p. 29). 

Following the ‘oil crisis’ of the 1970s, Congress passed the Energy Policy and 
Conservation Act of 1975 (EPCA). The FASB (1977) issued SFAS 19 (Financial 
Accounting and Reporting by Oil and Gas Producing Companies) in December 
1977 to address related reporting issues. The Statement prescribed a form of the 
‘successful efforts’ method of accounting and excluded the ‘full cost’ method. 
Following the SEC oil and gas public’ hearings in 1978, the SEC issued ASR 257 
(USSEC, 1978d) in December 1978, which defined the practices of oil and gas 
producers based on the successful efforts method. This release amended a number 
of the SEC’s previous accounting and reporting requirements for oil and gas pro- 
ducers. ‘The SEC acting precipitously and without significant influence of the FASB, 
issued ASR 258 (USSEC; 1978c) in December 1978 permitting registrants to fol- 
low the successful efforts method of accounting (SFAS 19) or the full cost method 
(ASR 258). By doing so, many felt that the SEC had undermined SFAS 19 (FASB, 
1977) and the policy of ASR 150 (USSEC, 1973) to support the FASB’s authority. 

Political and economic issues, such as the quest for an improved overall account- 
ing method (reserve recognition accounting [RRA]) as well as public concern for 
the U.S. to achieve domestic production and ‘energy independence’ were among 
the issues found to have caused the SEC’s action (Gorton, 1991). The smaller 
domestic oil and gas producers, who had demonstrated ability to respond to short 
term increases in demand, felt they had lost an important option when SFAS 19 
(FASB, 1977) mandated only successful efforts accounting could be employed as 
GAAP. The RRA method was found to be insufficiently developed, and while 
supplemental disclosures relating to reserve information would be forthcoming in 
SFAS 69 (FASB, 1982), the application of successful efforts and full cost methods 
both were reaffirmed as GAAP by SEC action in this episode. 

The oil and gas issue would be heard one more time before Sampson left the 
SEC. At a public hearing on 30 October 1986, the Commission voted 4-1 not to 
abolish the full cost method of accounting for oil and gas companies. By doing so, 
the SEC concluded there was continued justification to allow oil and gas com- 
panies to use either the successful efforts method or the full cost method. ‘During 
its deliberations, the SEC voiced.concern that the harm to struggling oil and gas 
producers of going forward with the proposal would outweigh any benefits 
to investors... Interior Department Secretary Donald Hodel lauded the SEC 
decision, saying that it “prevents the creation of another obstacle to domestic 
production of oil”’ (JofA, 1987, p. 50). 

Sampson also formally established an Academic Accounting Fellows Program 
in 1979, patterned after the Professional Fellows Program started in 1972 by his 
predecessor Sandy Burton. This selective program affords senior accountancy 
faculty an opportunity to serve for a one-year term as a member of the OCA staff. 
Further, he advocated disclosure requirements for reporting auditor changes (ASR 
247) (USSEC, 1978b) and is credited with initiating FRR 31 (USSEC, 1988a) 
which identified reportable items related to changes in accountants and potential 
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opinion shopping situations. He also laid the groundwork for a formal peer review 
process requirement, which was subsequently adopted by the SEC (JofA, 1988b). 

Regulation S-X, first adopted in 1940, was modified and updated during Sampson’s 
term when a number of significant changes to the SEC’s disclosure system were 
initiated. For example, ASR 206. (USSEC, 1977) was issued on 13 January 1977, 
seeking a further simplification of reporting.” A number of other reporting. im- 
provements were achieved by the issuance of ASR 279 (USSEC, 1980a), ASR 280 
(USSEC, 1980b) and ASR 281 (USSEC, 1986¢)—all issued on 2 September 1980. "° 
These releases facilitated the Integration Project, whereby financial information in 
10Ks and annual reports would henceforth contain an identical ‘basic information 
package’ which would produce conformed financial report contents for 10Ks and 
annual reports as part of a single disclosure system advocated by both the Cohen 
Commission and the Wheat Commission. These April 1982 releases also specified 
the basis for the two new SEC series—Financial Reporting Releases and the 
Accounting and Auditing Enforcement Releases. 

‘Upon retirement from the SEC in December 1987, Sampson was selected to 
serve as a member of the FASB and Edmund Coulson, deputy. chief accountant, 
was appointed to succeed him (JofA, 1988a). In 1993, the Public Oversight Board 
presented its John J. McCloy Award to Sampson in recognition of his distinguished 
career (JofA, 1993). Sampson retired from the FASB on 30 June 1993. Š 


Edmund Coulson (January 1988—January 1991) 

SEC Chairman David S. Ruder announced the selection of Edmund Coulson as 
chief accountant, stating: “We have selected the individual who combines the 
highest level of technical expertise in SEC accounting and auditing issues and with 
long experience at the commission. He has been in the forefront of developing 
an aggressive commission posture concerning the responsibility of the accounting 
profession to ensure the integrity and credibility of the financial disclosure system’ 
(Los Angeles Times, 1988, p. 3). 

Coulson, a 1970 University of Maryland graduate, had jauni several years 
experience as a CPA in public practice with the firm A. M. Pullen & Co. (now 
McGladrey & Pullen, LLP) before joining the SEC in 1975, starting in the Division 
of Corporation Finance (McGoldrick, 1991). Coulson held the position of deputy 
chief accountant for five years prior to assuming the- position of chief accountant. 
As to his new role, Coulson stated that the SEC .‘is first and foremost a law 


° ASR 206 (USSEC, 1977) revised and decreased the number of items of information required to be 
included in Form 8-K by approximately 62 per cent by transferring the reporting of certain items 
_ to the Form 10-Q. Before recent amendments, Form 8-K was used to report the following events: 
(a) changes in control of registrant; (b) acquisition or disposition of assets; (c) bankruptcy or receiver- 
ship; (d) changes in registrant’s certifying accountant; (e) other materially important events; (f) resigna- 
tions of registrant’s directors; (g) financial statements and exhibits; (h) change in fiscal year; and 

(i) Regulation S offerings. 


10 Prior to 1980, a number of SEC disclosure vee were > duplicated under the 1933 Act and 
. the 1934 Act. 
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enforcement agency’ and that he intended ‘to play an active and visible role in 
enforcement’ (Collins, 1989, p. 79). 

Sponsored by the AICPA, the National Commission on Fraudulent Financial 
Reporting (NCFFR, or more commonly the Treadway Commission, named after 
its chair, former SEC Commissioner James Treadway) was formed in 1985 to 
address financial reporting fraud. The Treadway report was issued in 1987, just 
before Coulson assumed office. It highlighted the need for independent audit 
committees and identified a number of corporate governance practices that could 
reduce the possibility of fraudulent financial reporting. The Treadway Com- 
mission’s recommendations were followed up in meetings of the Committee of 
Sponsoring Organizations (COSO). Coulson began his responsibilities in office 
with a view that auditors should ‘take the Treadway Commission report seriously’ 
(Collins, 1989, p. 84). 

Coulson worked closely with the private sector to address issues related to fraudu- 
lent financial reporting. Coulson emphasized the need to address management 
fraud to preserve the integrity of capital markets. Enforcement activity was 
enhanced during Coulson’s term as chief accountant when the agency increased 
its accounting staff to uncover disclosure violations by companies and individuals. 
For instance, he worked with the AICPA’s Auditing Standards Board on its 
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expectations gap” project and with the Treadway Commission and COSO to pro- 
mote implementation of the report’s recommendations (Collins, 1989). To that 
end, Coulson supported several steps to tighten auditor’s communication rules in 
the aftermath of the fraud related to the ZZZZ Best case. For example, FRR 31 
(USSEC, 1988a) required companies who change auditors (often a sign of trouble 
at a company) to notify the SEC within fifteen days of that event, instead of the 
previously required forty-five days. This change and related reporting provided for 
more timely disclosure in potentially troubled and uncertain situations in which a 
company might be opinion shopping—searching for a more liberal auditor. 

He also pursued auditor independence issues including a concept release on the 
subject and an enforcement action against a major auditing firm with regard to 
loan arrangements between a financial institution client and partners of the firm. 
When the latter action was resolved, it would result in modifications of the AICPA’s 
code of conduct so as to clarify and restrict loan arrangements between auditors 
and their financial institution clients. 

‘The major independence determination which came to closure during Coulson’s 
term, however, related to the scope of services issue. In February 1989, the SEC 
denied a petition of Arthur Andersen & Co., Peat Marwick Main & Co. and Price 
Waterhouse for relaxation of rules with regard to the types of business arrange- 
ments (subcontracting) the firms could enter.into with their consulting groups and 
still remain independent (i.e., not have a mutuality of interest) when audit clients 
were served by both consulting and audit groups of a firm (USSEC, 1989). 

Coulson called for substantial separations of the firms and their consulting 
operations, so that substantive separations of partnership arrangements, leases, 
employees, management and capitalization occurred. A year later the Andersen 
firm again petitioned and provided support to demonstrate such substantive activity, 
and to establish that there was de minimis economic impact in their ae 
with Andersen Consulting (AC). 

In a letter to the firm’s representative, Robert M. Mednick (USSEC. 1990), 
Coulson stated, given the representations, that the OCA would not object to 
‘Andersen’s conclusion that a business relationship between AC and the audit 
client of AA, structured as described, could be considered an indirect one for 
purposes of applying the SEC’s audit rules. In this circumstance, the SEC would. 
not seek to take action against the firm for independence violations. While 
Andersen’s structuring approach was successful in achieving a ‘no action’ letter, 
other firms continued to wrestle with the matter of ‘substantive’ modifications. As 
various proposals from other firms to address this scope of service issue continued 
to appear during the 1990s they would lead to further tensions. In 1995, for ex- 
ample, KPMG Peat Marwick’s proposed scope of service arrangements with 
Baymark, described below, would instigate a lengthy dispute between the Commis- 
sion and the firm. 


A disparity between users’ and CPAs’ perceptions about the parameters of an audit function to 
include responsibility for detecting material fraud. The group’s recommendations eventually led to 
increased audit program procedures intended to identify fraudulent circumstances. 
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‘Coulson expressed concern that the SEC’s accounting and reporting requirements 
were too complicated and costly. He stressed that depending on the historical cost 
model for financial institutions should be a matter of concern (Financial Executive, 
1991). 

Coulson ended his service at the SEC in January 1991, accepting a partnership in 
Ernst & Young (JofA, 1992). Subsequently, he served as a member of the AICPA’s 
Special Committee on Financtal Reporting (the Jenkins Committee) (Larson, 1994). 
Today he continues to direct that firm’s independence compliance activities. 


Walter P. Schuetze (January 1992—March 1995) 

SEC Chairman Richard Breeden appointed Walter Schuetze to succeed Coulson 
(JofA, 1992). Breeden described Schuetze as ‘a precise man. He chooses his words 
carefully and speaks in measured phrases. He does not, however, mince words’ 
(Barrett, 1992, p. 102). A graduate of the University of Texas at Austin, Schuetze 
began his public accounting career at Eaton & Huddle, which subsequently merged 
with Peat Marwick Mitchell & Co. (now KPMG LLP) in San Antonio. Asa KPMG 
partner, in 1963, he was assigned to the New York executive office. From 1973 to 
1976, Schuetze served as a charter member of the FASB. He returned to the firm 
in 1976 and remained in public practice until his appointment at the SEC. While at 
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KPMG, Schuetze was active in the profession, including a term as chairman of the 
AICPA’s Accounting Standards Executive Committee (Barrett, 1992). 

A proponent of expanding the application of market value accounting in the 
wake of the savings and loan crisis, Schuetze stated, ‘While we have used historical- 
value accounting for a long time, I think in many ways market value is more 
relevant’ (JofA, 1992, p. 18). In delivering the 2001 R. J. Chambers Research 
Lecture at the Great Hall at the University | of Sydney, Schuetze (2001) recalled:. 


When I interviewed with Chairman [Richard] Preedi for the position of Chief Account- 
ant in December 1991, it turned out that his and my thoughts on market value accounting 
were in sync. At least as far as bond portfolios were concerned. Chairman Breeden did 
not want to go further than the bond portfolio. I wanted to mark all assets to market, but 
in the early 1990s, I was glad to start with the bond portfolios of thrifts and banks. (p. 2) 


Schuetze believed that the use of market values for assets and liabilities was 
desirable, especially for financial institutions.” He did not think ‘the users of financial 
statements have been well served over the last 10 to 15 years’ and ‘that ‘as a 
result... financial accounting and reporting have lost some of their credibility’ 
(Barrett, 1992, p. 102). He advocated further, that ‘financial statements that use 
historical cost to value stocks and bonds (as investments) simply had outlived 

. usefulness.’ He noted that: “Users . . . would benefit from current value accounting 
for debt and equity securities’ and that ‘We also need to measure loan impairments 
by using discount rates tied to current market interest rates’ (Barrett, 1992, p. 102). 

Relatedly the FASB responded to these concerns when the FASB (1993) issued 
SFAS 115 (Accounting for Certain Investments in Debt and Equity Securities) in 
May 1993 and SFAS 118 (Accounting by Creditors for Impairments of a Loan— 
Income Recognition and Disclosures) (FASB, 1994a) in‘ October 1994, which was 
supplemented in April 1995 by the issuance of SAB 94 (Recognition of a Gain or 
Loss on Early Extinguishment of Debt) (USSEC, 1995) following substantial losses 
and financial structure concerns in financial institutions. . 

As chief accountant, Schuetze spoke out about Big Six firms posturing as to 
client pressures and standards setting. In particular, he ‘chastised the Institute and 
Big Six accounting firms for pressuring FASB to abandon its controversial plan for 
requiring recognition of stock option compensation to employees’ (Accounting 
Today, 1994, p. 5). 

Schuetze (1993) argued ‘the concept of an tidependeni audit of the financial 
statements of enterprises that seek to raise money from -the public is one of the 
cornerstones of the Securities Act of 1933 . . . The auditing function thus is of great 
importance to investors, the commission, and the general.process by which corpora- 
tions raise capital and conduct business. affairs’ (p. 40). Speaking at an AICPA 
conference in January 1994, Schuetze expressed concern regarding the independ- 
ence of auditors, indicating ‘it was very troubling that CPAs may have become 
cheerleaders for their clients on a number of accounting issues’ (JofA, 1995). 


2 Schuetze’s views on mark- ‘to-market accounting are more fully explicated i in his 2003 book on the 
subject. 
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Schuetze was also vocal in warning the profession against the appearance of 
conflicts of interest which could result from the trend of corporate outsourcing of a 
variety of services, including internal auditing. Schuetze noted that ‘the SEC would 
“question the independence” of external auditors who perform management or 
internal control functions for their audit clients’ (Accounting Today, 1994, p. 5). 
Schuetze’s comments prompted the appointment of a special advisory group 
by the Public Oversight Board (POB) of the AICPA (JofA, 1995). The POB’s 
Advisory Panel on Auditor Independence (the Kirk Panel) was formed in February 
1994, Donald Kirk, a charter member and former chairman of the FASB, chaired 
the three-member panel. “The panel was not an investigatory body: its work 
consisted of interviewing professionals and others who could contribute to a better 
understanding of the problem. However, it did review the specific cases that led to 
Schuetze’s criticism’ (Carmichael and Craig, 1995, p. 19). According to Kirk: 


When approached to serve as chair of the panel, I was somewhat reluctant to undertake 
an investigative project of the facts surrounding the four cases that were the basis of 
Walter Schuetze’s criticisms. When we met, it became clear that George Anderson and 
Ralph Saul were of the same mind. We didn’t think those issues were a matter we should 
reinvestigate. We had a clear understanding with the POB that we were concerned with 
institutional relationships among standard setters, the profession, the SEC, and the 
business community to see if there weren’t ways to improve those relationships and 

‘enhance the objectivity of the auditing profession. We did not want to focus on transitory 
specific issues of the kind raised by the four cases underlying Schuetze’s remarks. We 
would use the points raised as a jumping-off point, but they would not be the central 
focus. We wanted to focus on longer-range, longer-lasting issues. (Carmichael and Craig, 
1995, pp. 18-19) 


The Advisory Panel also had available the OCA’s Staff Report on Audit Inde- 
pendence (USSEC, 1994). According to Kirk, the staff focused ‘on the rules of 
independence and what constitutes a conflict of interest between an auditor and his 
or her client’ (Carmichael and Craig, 1995, p. 19). This report stated: 


The OCA believes that the combination of the extensive systems of independence 
requirements issued by the Commission and the AICPA, coupled with the Commission’s 
active enforcement program, provide to investors reasonable safeguards against loss due 
to the conduct of audits by accountants that lack independence from their audit clients. 
The enactment of detailed legislation or the promulgation of additional rules is not 
necessary. The OCA believes that further legislation or fundamental changes in the 
Commission’s regulation are not necessary at this time for the protection of investors. 
(Carmichael and Craig, 1995, p. 18) 


On 13 September 1994, the Advisory Panel on Auditor Independence (1994) 
issued its report, Strengthening the Professionalism of the Independent Auditor. It 
identified the need for a stronger relationship between audit committees and the 
independent auditor so as to improve the overall financial reporting process. 

The Advisory Panel’s report concluded: ‘independent judgments can be 
inhibited when the relationship between the auditor and management is too close. 
Shareholders and boards should expect auditors to challenge management’s views 
on accounting principles, disclosure practices and accounting estimates and to 
inform the board about. how shareholders’ interests are affected by management’s 
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accounting choices’ (JofA, 1994, p. 13). Citing litigation’s damaging and costly 
impact on the profession, the report called on the SEC to take the lead in reducing 
the profession’s exposure to unwarranted litigation. The report says a better legal 
environment would ‘encourage the profession to analyse and learn from audit 
failures’ (JofA, 1994, p. 13). However, it also cautioned that although tort reform is 
necessary, it alone would not be sufficient to enhance the ‘integrity, objectivity and 
professionalism of the independent auditing function’ (JofA, 1994, p. 13). The 
Advisory Panel therefore recommended ‘the SEC and the POB should consider 
devoting resources to stay. informed on a continuing basis about developments in 
the auditing profession and in the market for audit services.. .. By having the facts, 
the SEC and the POB will be in a position to anticipate and take appropriate steps 
to strengthen auditor professionalism’ (Carmichael and Craig, 1995, p. 20). 

Among topics of technical accounting, Schuetze encouraged the FASB to 
address the accounting treatment for internal use software costs. Also, he asked 
the FASB’s Emerging Issues Task Force (EITF) to provide guidance on provision 
for restructuring charges, because the SEC staff had noted increasing diversity in 
this area. This controversial topic remains, even today, as part of what has been 
called the ‘cookie jar’ reserve issue. Many years later, Schuetze (1999) made the 
following observation about such ‘evergreen’ issues: 


Accounting for so-called restructurings has become an art form... The cover for these 

shénanigans is two ‘consensuses’ of the FASB’s Emerging Issues Task Force that deal 
with recognition of liabilities on the occasion of a restructuring or a merger, namely EITF 
94-3 and 95-3.. 

I was Chief Accountant in 1994 when the Emerging Issues Task Force debated EITF 
94-3. I pleaded with the EITF not to allow the recognition of liabilities today where there 
has been no past event, for example, the performance of services by employees or the 
receipt of goods from suppliers or the receipt of cash in return for issuing a put option, 
that establishes that the reporting enterprise has an obligation to lay out cash tomorrow. 
I made a speech about that on November 8, 1994 to the Financial Executives Institute. As 
I recall, I sent a copy of that speech to EITF members. In that speech, I pointed out the 
conceptual flaw in the EITF’s approach and the practical consequences of that approach. 
Nine days later, on November 17, 1994, despite my pleas, the Emerging Issues Task Force 
said OK to the establishment of restructuring reserves. 

What has happened since 1994? Well, my instinct in 1994 has been confirmed by prac- 
tice. What has happened since 1994 is that general reserves, contingency reserves, rainy 
day reserves, and cookie jar reserves, now are in vogue for those who want to use them. 
Based on what I see in the Enforcement Division, there apparently is almost no limit to 
what ingredient may be included in the reserves or the amount ascribed to it. (pp. 1-4) 


Derivatives accounting was another area -addressed by Schuetze. ‘During 1994, 
some registrants experienced significant, and sometimes unexpected, losses in 
market-risk sensitive instruments, due to, among other things, changes in interest 
rates and foreign currency exchange rates’ (Hunt, 1996, p. 5). During this period, in 
October 1994, the FASB issued SFAS 119 (Disclosure About Derivative Financial 
Instruments and Fair Value of Financial Instruments) (FASB, 1994b). ‘The SEC 
staff observed that while disclosures reviewed in 1995 were more informative than 
those reviewed in 1994, in part because of improved guidance provided by the 
FASB in SFAS No. 119, several significant disclosure issues remained’ (Hunt, 


165 


` ABACUS 


1996, p. 6). In 1995 the Commission addressed these concerns by issuing temporary 
footnote disclosure requirements, and in 1997 FRR 48 (USSEC, 1997a), concern- 
ing derivatives, was issued. 

Schuetze retired from the OCA in March 1995, but on 2 October 1997 he 
returned to the SEC as chief accountant of the Division of Enforcement 
(MacDonald, 1997). Schuetze quipped that he was returning to the agency 
because, ‘I just didn’t enjoy retirement as much as J thought I would’ (Rankin, 
1997, p. 14). SEC Chairman Levitt stated, “We are truly fortunate that Mr Schuetze 
is returning to the Commission’ (Rankin, 1997, p. 14). ‘Mr Schuetze has tremend- 
ous depth and experience in all-of the accounting issues that confront the SEC’s 
enforcement program. It is a great pleasure to welcome him back’ (VJofA, 1997, 
pp. 9-10). In ‘Enforcement,’ Schuetze was responsible for policing accounting 
irregularities at publicly traded companies and investigating conflicts of interest 
within the auditing profession. Schuetze concluded his service in the Division of 
Enforcement in February 2000 (USSEC, 2000d). Today he continues to be active 
in areas related to SEC reporting and audits. In April 2002 he became a member 
of the board of Computer Associates International, a major NYSE company, at a 
critical time in that company’s dealings related to financial disclosures. 


Michael H. Sutton (June 1995-January 1998) 

Michael Sutton was selected as chief’ accountant in June 1995. As a Deloitte & 
Touche partner, his responsibilities i in that firm during his thirty-two year tenure 
had culminated in being national director of accounting and auditing professional 
practice. Sutton accepted a position with the firm after he received his graduate 
(1963) and undergraduate (1962) degrees in accounting from the University of 
Tennessee (USSEC, 1997e). 

-After a series of increasingly responsible assignments, he became involved in 
profession-wide practice issues. Sutton was a member of the Emerging Issues Task 
Force of the FASB from 1980 to 1986. He served as the vice-chair of the AICPA’s 
Special Committee on Financial Reporting (the Jenkins Committee) from 1991 to 
1994. He was a member of the FASB’s Financial Accounting Standards Advisory 
Council, working on such topics as mark-to-market and intangible asset account- 
ing, disaggregated financial statements and income and cash flow statements, ac- 
counting for comprehensive income and segment reporting, and the international 
harmonization of accounting standards. 

In its 1994 report, the Jenkins Committee recommended the implementation of 
an expanded model of corporate communication—the ‘business reporting’ model. 
This model specifies a variety of non-financial as well as financial information that 
a company should provide to help users with capital allocation and investment 
decisions about an enterprise. As vice-chair of the Jenkins Committee, Sutton was 
influential in directing ‘its research toward learning about “user’s needs” in financial 
reporting’ (Previts and Merino, 1998, p. 374). This ‘user need perspective’ was 
reflected further during his term as chief accountant with specific reference to 
individual investors as users. In 1996, he noted ‘any changes in our disclosure 
system... would need to be tested against our simple mission—that is, how the 
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MICHAEL H. SUTTON 





changes benefit the interests of investors™> (Fleming, 1996, p. 15). Referring to the 
Jenkins Committee, Sutton said that he was ‘struck by the high degree of con- 
sensus about the importance of nonfinancial and forward-looking information 
to investors and creditors as well as by the lack of consensus about what should 
be done and by whom’ (Fleming, 1996, p. 14). 

Even before his term at the SEC, Sutton was an advocate of mark-to- maket 
accounting for securities. While Sutton proposed that marketable assets be shown 
at market value, he believed that the unrealised changes in the value of such assets 
should not be included in current income, but should be shown in a new financial 
statement entitled Statement of Changes in Provisional Values (Sutton and Johnson, 
1993). Speaking before the District of Columbia Bar Association in 1995, Sutton 
supported the mark-to-market model stating that mark-to-market accounting for 
derivatives ‘would bring the fair value of those instruments out of the footnotes 
and into the balance sheet’ (American Banker, 1995, p. 4). However, groups such 
as the American Bankers Association did not favour this approach, ‘saying deriv- 
atives are too diverse and complex for a simple mari to-market accounting 
approach’ (American Banker, 1995, p. 4). 

As noted, auditor independence is a core issue to the SEC and the OCA, and 
it was no different for Sutton. The Jenkins Committee had identified concerns 
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about pressures on auditor independence, and in September 1996 the United 
States General Accounting Office reported that ‘Despite actions taken by the SEC 
and the AICPA in the 1970s and the 1980s to strengthen auditor independence, 
questions of auditor independence stemming primarily from auditor/client rela- 
tionships in providing audit and other services have continued into the 1990s’ 
(Sutton, 1997a, pp. 87-8). Speaking to members of the American Accounting 
Association in 1996, Sutton (1997a) stated that the ‘list of services that public 
accounting firms seek to provide has taken on new dimensions’ (p. 88). During the 
1990s, there were economic arguments developed to support outsourcing of cor- 
porate services to be supplied by public accounting firms. Sutton (1997a) was 
concerned about this trend and stated, ‘the investing public and the public account- 
ing profession would be better served if services that are designed to replace 
traditional management functions were provided only to nonaudit clients’ (pp. 89- 
90). Sutton believed that an independent auditor should not perform internal 
auditing functions. ‘While the issues are complex, and the solutions are not easy, it 
is clear that auditor independence is an issue that has serious implications for the 
image and stature of the public accounting profession—one that the leadership of 
the profession, including its self-regulatory processes, needs to address’ (p. 91). 
Accordingly, Sutton (1997a) stated: 


If the public accounting profession is to continue its special relationship as the exclusive 
provider of auditing services to SEC registrants, the Commission and the investing public 
have a right to expect the profession to find ways to assure the public that the heavy 
responsibilities that go with the role of independent auditor continue to be met. I urge the 
profession to consider thoughtfully the enormous benefit that society has given it, and the 
privilege through self-regulation of preserving and enhancing that valuable franchise, and © 
to weigh carefully the costs of losing public confidence. (p. 91) 


In a 1997 interview, Sutton further observed: 


~t 


There are two trends in recent years that the SEC has observed—trends that -some 
fear could negatively impact auditor performance and auditor independence, the very 
linchpins to our financial reporting system. 

The increasing complexity of the business and professional environment in which com- 
panies and their auditors conduct their affairs, including changes in the size and structure 
of the largest accounting firms. 

The growing diversity of services that auditors of public companies are marketing to 
audit clients and thé growing economic importance of nonattest services to the firms. 
(Craig, 1997, p. 16) 


Sutton supported an enforcement action against KPMG Peat Marwick LLP 
(AAER 994) (USSEC, 1997d) regarding services being offered through a collat- 
eral entity related to the KPMG firm.” The SEC claimed that KPMG, through an 


8 On 21 January 2000, Robert G. Mahony, Administrative Law Judge (ALJ) ruled that KPMG 
committed an independence violation by auditing Porta, thereby violating Rule 2-02 of Regulation 
S-X and the Securities Exchange Act §13(a). Although Judge Mahony determined that KPMG had 
technically violated independence rules, he also ruled that the evidence as presented failed to 
establish that KPMG had recklessly engaged in improper professional conduct; therefore, no sanc- 
tions were ordered against KPMG (USSEC, 2000a). 
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arrangement with KPMG Baymark, had failed to comply with established stand- 
ards of auditor independence in connection with its audit of the 1995 year-end 
financial statements of Porta Systems Corporation (Porta) and the preparation of 
the related audit report. An element which reflected the SEC’s view was the belief 
that a firm controlled entity should not provide services to an audit client when the 
service was not appropriate for the firm per se to offer. The Baymark episode has 
proven to be a lengthy dispute (USSEC, 2000b). It would take until 2001 for the 
Commission to prevail in its own internal réview (AAER 1374) (USSEC, 2001a), 
only to be further contested by the firm in the courts. In May 2002, a U.S. Appeals 
Court upheld the Commission’s ruling (Mathewson, 2002). 

In May 1997, the AICPA and the SEC jointly announced the establishment of 
an Independence Standards Board (ISB) as an effort to strengthen the private 
sector’s ability to develop and approve audit independence standards. The ISB, 
consisting of eight members, four of whom represented the public and four drawn 
from the profession, had as its primary responsibility the establishment of 
independence standards for auditors of public companies (Craig, 1997). Among 
the ISB’s objectives was the attempt to increase public participation in the estab- 
lishment of independence standards and to enhance the public’s perception of the 
independence of auditors of publicly owned companies. The ISB standard-setting 
process was open to the public and proposed standards were exposed for public 
comment (AICPA, 1997). 

Sutton stated: ‘this is a tremendously important development for the public, for 
the profession and for self-regulation. It offers an opportunity to take a fresh look 
at—and find solutions for—knotty issues that have become more and more chal- 
lenging over the years’ (Sutton, 1997b, p. 3). 

Shortly after his departure from the chief accountant’s position, the SEC issued 
FRR 50 (USSEC, 1998a)” recognizing the ISB as the authoritative standard- 
setting body for auditor independence, but subjecting it to an initial review after a 
developmental period (AICPA, 1998a). This new entity faced the challenges of 
promptly addressing auditor independence issues in the current business environ- 
ment or facing the prospect of direct SEC intervention and direct rule making in 
the future. 

Sutton addressed other issues including business combinations. The SEC issued 
FRR 47 (USSEC, 1996) in October 1996, which called for streamlining disclosure 
requirements for significant business acquisitions. With this release, the SEC fur- 
ther harmonized financial statement disclosure requirements under 1933 and 1934 
Act registration requirements. 

Based on Sutton’s recommendation, the SEC enacted FRR 49 on 12 March 1997 
(USSEC, 1997b). This release met the provisions imposed by the Private Securities 


4 A nine-member Independence Issues Committee, consisting of CPAs from firms that audit public 
companies assisted the Independence Standards Board. 


5 FRR 50 was effective 26 March 1998. 
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Litigation Reform Act of 1995'° which was watershed legislation designed: to 
reduce exposure to litigation risks from frivolous class action suits, and to amend 
pleading standards used to bring such actions. The law represented a climax to a 
decade long campaign to revise tort law, and had sufficient congressional support 
to become the only legislation which was able to override a veto by President 
Clinton during his two terms in office (King and Schwartz, 1997). 

FRR 49 addressed Section. 10A of the 1934 Act which ‘requires that each audit 
under the Exchange Act include procedures regarding the detection of illegal acts, 
the identification of related party transactions, and the evaluation of the issuer’s 
ability to continue as a going concern’ (USSEC, 1997b, pp. 1-2). Section 10A also 
codifies certain then-existing professional auditing standards regarding the detec- 
tion of illegal acts by: issuers and imposed expanded obligations on auditors to 
report in a timely manner to management any information indicating that an illegal 
act has, or may have, occurred. The auditor must ensure that the audit committee 
or board of directors is adequately informed with respect to an illegal act, as 
broadly defined by Section 10A, unless the illegal act is clearly inconsequential. 
The auditor is to report a client’s uncorrected illegal acts to the client’s board of 
directors, and to the SEC, if the company’s board did not do so. 

In his speeches and writings, Sutton urged the International Accounting 
Standards Committee (IASC) to pursue more robust accounting standards 
for cross-border listings. In April 1996, the SEC released a statement of support 
for the efforts of the IASC which identified the following three key elements 
that the Commission felt are necessary for the I[ASC’s standards to gain SEC 
acceptance: 


1. A core set of standards that constitute a comprehensive generally accepted basis of accounting, 

2. Standards of high quality that result in comparability and transparency and provide for full dis- 
closure, and 

3. Rigorous interpretation and application of the accounting standards. (Sutton, 1997c) 


Sutton also championed the need to account for and disclose fair value informa- 
tion about derivative instruments (Wilson and Rasch, 1998).'’ This was a response 
to the derivative investments financial scandal that occurred in 1993 and 1994 
(Levitt, 1996) in Orange. County, California, which generated considerable 
Congressional interest in the disclosure and accounting for derivatives. In January 
1997, the SEC expanded: disclosure requirements by issuing FFR 48 requiring 
companies to disclose more about the accounting policies for derivatives in the 
footnotes of the financial statements. The new rules ‘expand existing disclosure 


16 Applicable to publicly traded companies, the Reform Act (22 December 1995): (a) made significant 
changes toward preventing abuse in securities litigation under federal law; (b) introduced the con- 
cept of proportionate liability under the federal securities laws; (c) implemented safe harbours for 
the disclosure of forward-looking statements; and (d) imposed new responsibilities on auditors to 
detect and report illegal acts (15 U.S.C. $78, Section 10(b) of the Exchange Act of 1934 and SEC 
Rule 10b-5). 


17 FRR 48-1 and 48-2 on Derivatives. 
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requirements to include quantitative and qualitative- information about market risk 
inherent in market risk sensitive instruments’ (USSEC, 1997a, p. 2). 

. In December 1997, a press release announced. Sutton would . depart. the 
SEC in the first month of the new year. Chairman Levitt stated that the fruits 
of Sutton’s labour, especially on international accounting standards, derivatives 
and auditor independence will be long lasting (USSEC, 1997e). Levitt further 
stated, ‘sound markets are the result of fair and rigorous accounting standards, 
which Mike has espoused and oe for pene his career’. (USSEC, 1997e, 


p 1). 18 


ae E. Turner (July 1998—August 2001) 
Lynn Turner was chosen to succeed Sutton as chief accountant, effective 1 July 
1998 (USSEC, 1998b). Prior to-assuming his position as chief accountant, Turner 


LYNN E. TURNER 





8 According to the SEC’s Division of Public Relations, an acting chief accountant was not appointed 
to replace Sutton when he ended his term, as chief accountant in mid-January 1998 (Roybark, 
. interview with subject, 19 November 1999). However, Jane B. Adams, who was appointed deputy 
chief accountant by Sutton, spoke on behalf of the Office of the Chief Accountant from the time 
Sutton left the Commission until Lynn Turner effectively assumed the position of chief accountant 

in July 1998. 
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was vice-president and CFO of Symbios, Inc. of Fort Collins, Colorado (MacDonald 
and Beckett, 1998) and prior to that a partner in Coopers & Lybrand (now 
PricewaterhouseCoopers LLP), where he spent his career, with the exception of 
two years (1989-91) when he served as a Professional Accounting Fellow at the 
SEC (VJofA, 1990). 

Turner received a master’s degree in accounting from the University of 
Nebraska and a bachelor’s degree in business administration from Colorado State 
University (Reynolds, 1998). He co-authored a monograph case study entitled 
Software Industry Accounting and was a contributor to Montgomery’s Auditing. 

Turner’s. list of priorities as chief accountant were outlined at a joint meeting of 
the AICPA and SEC representatives, and included: international accounting stand- 
ards and auditor independence (AICPA, 1998b). As to independence, Turner stated 
his hope that the ISB would enable ‘engagement partners to make appropriate 
decisions about difficult accounting issues without the fear that their income or 
career will be jeopardized’ (AICPA, 1998b, p. 4). Turner published an article in 
Accounting Horizons early in his term in order to identify his agenda and the 
particulars of the accounting issues therein. The topics identified ranged from 
factors influencing the audit decision making process, to evergreen issues of auditor 
independence, and differences between U.S. and international standards. Also listed 
among the thirty-eight specified topics were market risk disclosure requirements 
and a request to identify what financial data analysts use that are currently not 
provided in filings with the SEC. The item contained a clear message to the academic 
community. ‘We therefore challenge accounting researchers to provide original 
research, citations, or other comments that can aid the Commission in carrying out 
its responsibilities and meeting many of the challenges that we describe in this 
paper’ (Turner and Godwin, 1999, p. 294). 

In 1998, the Commission decided, in part due to the administrative law issues 
involved in the Checkosky/Savin/Coopers & Lybrand case, that changes to the 
rules concerning due process relating to disciplinary actions about independence 
might be in order (Schuetze, 1998). In July, the Commission issued an exposure 
draft of its recommended revision of Rule 102(e) of its Rules of Practice under the 
Securities Exchange Act of 1934.’ The rule is the basis upon which the Commis- 
sion regulates professionals who practise before it. 

After a lengthy debate surrounding the proposed revision, the SEC issued a final 
version of Rule 102(e) under: the Rules of Practice, effective 25 November 
1998 (USSEC, 1998c).” In a speech in April 1999, Turner related the Rule 102(e) 
revision'to determinations about independence: . 


1? Items 25 and 26 of Schedule A to the 1933 Act and Section 17(e) of the 1934 Exchange Act, 15 U.S.C. 
§78q, expressly require that financial statements be audited by independent public or certified 
accountants. These federal securities laws also grant the Commission the authority to define the 
term independent. Section 19(a) of the 1933 Act, 15 U.S.C. §77s(a), Section 3(b) of the Exchange 
Act, 15 U.S.C. §78c(b), Section 20(a) of PUHCA, 15 U.S.C. §79t(a), and Section 38(a) of the ICA, 
15 U.S.C. §80a-37(a) grant the Commission the authority to define accounting, technical, and trade 
terms-used in each Act. 


2 63 Federal Register at 57164 (26 October 1998). 
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Because of the importance of an accountant’s independence to the integrity of the financial 
reporting system, the Commission has concluded that circumstances that raise questions 
about an accountant’s independence always merit heightened scrutiny. Therefore, if an 
accountant acts highly uriréasonably with respect to an independence issue, that account- 
ant has engaged in ‘improper professional conduct’. (USSEC, 1998c, p. 8, as quoted by 
Turner, 1999b, p. 3)” 


In 1999, COSO, the group charged with following up the Treadway recommen- 
dations, published a tenth anniversary study.,on audited financial statements and 
auditor independence (Fraudulent. Financial Reporting: 1987-1997). The study 
provided a comprehensive analysis of fraudulent financial reporting occurrences 
investigated by the SEC since the issuance of the Treadway report.” The study 
reported that senior executives were frequently involved in frauds relating to 
financial reporting.” In addition, the report concluded that boards of directors 
were dominated by management insiders as well as by directors with significant 
equity ownership but little apparent boardroom experience with other companies. 
The research findings identified two implications regarding the role of external 
auditors. First, the auditor must look beyond the financial statements to under- 
stand the risks unique to the client’s industry; the management’s motivation 
towards aggressive reporting; and the client’s internal control (particularly, ‘the 
tone at the top’). Second, the external auditor should recognize the potential for 
greater audit risk when the audited companies have higher risk board and audit 
committee governance arrangements (COSO, 1999). 


21 The Commission’s proposal to amend Rule 102(2) was prompted by a judicial decision by the U.S. 
Court of Appeals for the District of Columbia Circuit concerning the conduct of two accountants. 
The court ruled that the Commission’s opinions in that case had not articulated clearly the ‘im- 
proper professional conduct’ element of the rule. To address the court’s concerns, the Commission 
published for comment a proposed amendment to Rule 102(e) on 18 June 1998, and because of the 
significance of the issue of auditor independence, the SEC subsequently extended the comment 
period until 20 August 1998. The final rule amendment includes three types of conduct that result in 
violations of applicable professional standards: (a) knowing or intentional conduct, including reck- 
less conduct; (b) repeated instances of unreasonable conduct; and (c) highly unreasonable conduct 
that results in a violation of applicable professional standards in circumstances in which an account- 
ant knows, or should know, that heightened scrutiny is warranted. This provision covers a single 
instance of serious misconduct that may not rise to the level of intentional or knowing (including 
reckless) conduct (applies to professional standards—s¢reater than ordinary negligence but less than 
recklessness—when an accountant knows or should know of a heightened risk [called the height- 
ened scrutiny rule]). This revision was a direct result of the Checkosky I court’s concern that the 
Commission had not clearly articulated its standard for determining when accountants engage in 
professional misconduct. This rule was not intended to cover all forms of professional misconduct 
and the Commission has separate statutory authority that is available to address and deter profes- 
sional misconduct that is not encompassed by Rule 102(e), as amended in 1998. 


2 The study analysed 200 randomly selected cases of alleged financial fraud investigated by the SEC, 
about two-thirds of the 300 SEC probes into fraud between January 1987 and December 1997. The 
study focused on AAERs that involved an alleged violation of Rule 10(b)-5 of the 1934 Securities 
Exchange Act or Section 17(a) of the 1933 Securities Act, given that these represent the primary 
anti-fraud provisions related to financial statement reporting. The focus of the study was on cases 
that clearly involved financial statement fraud (COSO, 1999). 


2 In 72 per cent of the cases the CEO appeared to be associated with the fraud. Eighty-three per cent 


of the frauds relating to the nature of the control environment involved the CEO or CFO (COSO, 
1999). 
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As to financial reporting, Turner observed that ‘earnings management’ was a 
serious problem. He indicated that ‘in the first quarter of 1998, corporate write- 
offs, as a percentage of the reported earnings per share of the S&P Fortune 500 
stock index, surged to 11 percent of reported earnings, their highest level in the 
past 10 years’ (Turner, 1999c, p. 2). In response to concerns about earnings man- 
agement, the OCA sent a letter to a number of registrants who, in 1998, reported 
large charges for asset write downs, restructuring charges and write-offs of 
acquired research and development. The ‘letter identified required and commonly 
requested MD&A and financial statement disclosures that may be applicable to 
the registrant’ (Turner, 1999a, p. 5). 

As to peer review, Turner (1999d) noted that: 


A number of recent SEC enforcement actions have cited problems with the independence 
of accounting firms and their quality control systems... The globalization of the business, 
. financial and capital markets have grown at an increasing pace in the twenty plus years 
since the current peer review process was established. Given that a U.S. based business 
may conduct and have a majority of its business overseas, doesn’t it make sense to recon- 
sider the existing peer review rules that significantly limit the peer review procedures 
applied to the audit procedures actually performed by the firm’s international affiliates? 


" (p.7) 


Turner also was attentive to increased pressures to review independence re- 
quirements.” For example, a 1999 study ‘found that many individuals interviewed 
believed that pressures on auditors have been increasing and are becoming prob- 
lematic, and that auditors are developing a stronger interest in their relationship 
with management, perhaps at the expense of their responsibilities to shareholders’ 
(USSEC, 2000f, p. 93).” Turner (1999b) expressed the view that every auditor 
should adhere to the sound advice offered by Peter Drucker—“‘Start with what is 
right rather than what is acceptable’ (p. 8). Turner (1999e) noted that the SEC 
over the years has taken enforcement actions against firms and their professionals 
for breaching some of the most basic independence rules such as investing in the 
client that they audit. The SEC sanctions of PricewaterhouseCoopers LLP (AAER 
1098) (USSEC, 1999a) provided examples of the concerns the Commission was 
identifying, to include: 


#* In 1999, Big Five accounting firms received higher fees for MAS and other consulting services than 
for audits from approximately 600 audit clients (SEC Proposed Rule $7-13-00 Revision of the 
Commission’s Auditor Independence Requirements, July 2000). 


3 The Independence Standards Board sponsored a study by Earnscliffe Research & Communications 
(Earnscliffe Report to the United States Independence Standards Board: Research into Perceptions 
of Auditor Independence and Objectivity, November 1999). Earnscliffe conducted interviews to 
assess the perceptions of different audiences about auditor independence. Earnscliffe reported: “The 
large majority of interviewees in each segment (including auditors) have sensed that in recent years 
accounting firms have lost their preoccupation with audits, and become much more preoccupied 
with growing new areas of consulting revenues. Many felt that within firms, the psychic and financial 
rewards were tilted heavily towards the consulting side, and that auditors who wanted to be well 
compensated and respected by peers, needed to support the growth of non-audit functions. This 
perception was even shared by a fair number of auditors’ (Earnscliffe Report, Note 10, p. 14, as 
quoted ‘by the SEC Proposed Rule: Revision of the Commission’s Auditor Independence Require- 
ments, 30 June 2000). 


174 


SEC CHIEF ACCOUNTANTS 1976-2001 


e In four. instances, certain professionals owned securities of publicly-held audit 
clients for which they provided professional services; 

e In-thirty-one instances, individual partners and managers owned securities of 
publicly held audit clients (Turner, 1999b, p. 3). 


The SEC’s increasing activism on audit independence has its economic con- 
sequences. It was believed to have cost U.K. PricewaterhouseCoopers LLP (PwC) an 
audit worth £2 million ($3.3 million), when Prudential (the insurers) dropped PwC 
becausé the SEC did not view the arrangement between PwC and Prudential 
as complying with the rules of auditor independence (International Accounting 
Bulletin, 2000). 

During the 1990s, the media reported a number of alleged financial frauds.” 
Some argued that these reports were tabloid sensationalism, but others asserted 
that there was a basis for concern. The accounting profession’s response to these 
issues included, in October 1998, the POB’s establishment of the Panel on Audit 
Effectiveness, chaired by Shaun F. O’Malley, former chair of Price Waterhouse, 
LLP (now PricewaterhouseCoopers) (POB, 2000a). The Panel’s final report on 
31 August 2000 (Panel on Audit Effectiveness—Report and Recommendations) 
(POB, 2000b), contained a number of findings directed to three professional groups: 
audit firms, the SECPS Peer Review Committee and the AICPA. | 

Related to audit quality, Turner observed: ‘It is critical to the capital markets 
that investors continue to be able to rely on effective and high quality audits to 
ensure the credibility of the numbers they rely on’ (USSEC, 1999d, p. 1). In a 
speech delivered to the Panel on Audit Effectiveness of the Public Oversight 
Board, Turner (1999d) reviewed recent events that caused the SEC to question the 
effectiveness of audits and the risk-based audit approach: 


It is deat based on the evolution of the audit process over the last decade, that auditors 
have changed the nature of audit procedures they perform to rely more on analytical 
_ procedures rather than more traditional substantive audit procedures... These changes 
have resulted in the auditor obtaining a significant amount of audit assurance from inher- 
ent and internal control sources as well as management representations. You only have 
to look as far as the March 1999 report sponsored by the Committee of Sponsoring 
Organizations of the Treadway Committee [sic] (COSO) on fraudulent financial reporting 
to understand the problems with today’s audits ... The COSO report and recent enforce- 
ment cases raise questions about whether an audit model that allows the auditor to 
de-emphasize or eliminate specific types of audit procedures, for example use of external 
confirmations or observation of assets, is in the best interest of investors. (pp. 3-4) 


_. Turner (1998a) also took action to address concerns about the subject of 
‘materiality’. In his 1998-1999 Audit Risk Alerts” letter to the AICPA, in. the 
midst of the dot.com IPO market, he noted: 


6 The U.S. press published a number of negative articles, for example, ‘Pick a Number, Any Number’, 
‘Accounting vee and ‘Ten Ways Numbers Lie’ (Turner, 1998b, p. 5 and Turner, 1999c, 


p. 2). 


7” Periodic correspondence outlining and alerting the accounting profession about the current audit 
risks detected by the Commission’s OCA. 
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Familiar measures of materiality, for example, 5% of pre-tax income, may not be 
adequate in a marketplace with P/E multiples of 40, where missing the market’s expectation 
of earnings per share by a penny can have significant consequences. In such an environ- 
ment, management, auditors, and boards of directors should be concerned when known 
violations of GAAP are present in the financial statements. 

The SEC staff believes that auditors must assess the qualitative factors important in 
determining whether information would be considered material to investors. The use of 
quantitative factors alone is not sufficient... 

When considering issues of materiality, auditors of public companies are expected to 
consider guidance that is already provided in several important areas including court 
decisions, Commission rules, regulations and enforcement actions, as well as accounting 
and auditing literature. (p. 3) 


Reflecting these challenging new concerns in a setting of unparalleled stockmarket 
activity, the OCA issued SAB 99 (USSEC, 1999b) in August 1999 which exhorted 
accounting professionals to assess materiality from a broader perspective and avoid 
over reliance on quantitative guidelines for setting materiality thresholds. The 
bulletin addressed abusive earnings management by public companies and the 
exclusive reliance on any percentage or numerical threshold in assessing materiality 
for financial reporting.” 

In a letter to the AICPA Director of Audit and Attest Standards in December 
of 1999 (Turner, 1999g), Turner re-emphasized the importance of the matters 
addressed in FRR 49 (USSEC, 1997b), particularly with respect to suspected 
illegal activities and auditors’ responsibilities given the vere of the Private 
Securities Litigation Reform Act of 1995: 


Auditors have a unique role and franchise . . . If auditors do not meet the expectations of 
the investing public and the public loses its confidence in the role performed by the CPA 
as an objective and independent third party, there will be irreparable harm done to the 
value of that role. Accordingly, the SEC staff reiterates the need for auditors to maintain 
their integrity, objectivity, and independence, and when necessary to make the tough calls 
on the tough issues. In making these calls, auditors should keep foremost in mind that the 
investing public is their client... 

.Congress clearly intended that Section 10A should result in the Commission receiving 
an early warning from auditors about their clients’ illegal activities. Despite this intention, 
the Commission has received very few Section 10A reports. The General Accounting 
Office, at the request of Congressman John Dingell, currently is investigating why such a 
relatively: small number of reports have been submitted to the Commission. The Commis- 
sion encourages all auditors to review Section 10A and Rule 10A-1 and, when confronted 
with the proper circumstances, to provide the appropriate notice and reports. (Turner, 
1999g, pp. 1-5) 


On 22 December 1999, the SEC adopted new rules and amendments to its 
current rules concerning audit committee disclosures (USSEC, 1999e). Two of the 
reasons cited for the adoption of these new rules were the new and complex 
dynamics of the U.S. capital markets and the recognition of increasing pressure to 


2 Three SABs were issued in 1999, which specifically address abusive earnings management: SAB 99 
(12 August 1999) deals with materiality; SAB 100 (24 November 1999) discusses restructuring 
liabilities and asset impairments issues; and SAB 101 (3 December 1999) provides guidelines for 
revenue recognition. 
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meet earnings expectations (USSEC, 1999e). Turner had expressed serious 
concern about inappropriate earnings management to the point of distorting the 
true financial performance of the company. Based on recent rules, an independent 
auditor must review the client’s financial information prior to the filing of Quar- 
terly Reports on Form 10-Q or Form 10-QSB with the Commission. These rules 
also require that companies include in their proxy statements certain disclosures 
about their audit committees and certain reports from their audit committees. The 
rules, effective 31 January 2000, stipulate that registrants must obtain reviews 
of interim financial information by their independent auditors for filing on or after 
15 March 2000 (USSEC, 1999c).” 

The growing number of significant independence tensions between the Commis- 
sion and the principal elements of the organized audit profession affecting the 
scope of services” prompted the OCA to propose new rules for auditor independ- 
ence during 2000. This action by the SEC signalled that the ISB’s effectiveness was 
going to be called into question and that its future was in doubt. By late 2001 the 
weight of the issues being addressed by the ISB was such that both the SEC and 
the AICPA would agree to end ISB operations. Before this action would occur, 
however, several events and actions took place. 

In 2000, the SEC approved proposed amendments to update the rules governing 
auditor independence. The proposal contained over one hundred pages, which 
elaborated on scope of service, conflicts of interest and the modern business 
environment’s impact on auditors and independence (USSEC, 2000$). The amend- 
ments identified four governing principles to guide in assessment of an auditor’s 
independent: 


e Having mutual or conflicting interest with an audit client, 
e Auditing one’s own work, 


In January 1999, the ISB adopted Standard No. 1, which specifies new disclosure rules concerning 
audit committee. The SEC recognized the ISB to provide leadership in improving auditor 
independence in FRR 50 (18 February 1998). The new SEC rules adopted on 22 December 1999 
were intended to be used to assist the ISB in its work. 


Significant changes in the accounting profession that influenced the proposed changes included: (a) 
firms became primarily business advisory service firms (Management Advisory Services [MAS] is a 
subset of nonaudit services); (b) firms and their audit clients are entered into an increasing number 
of business relationships such as strategic alliances, co-marketing arrangements and joint ventures; 
(c) firms are diverting significant portions of their consulting practices or restructuring their organ- 
izations; (d) firms are offering ownership of parts of their practices to the public, including audit 
clients; (e) firms are in need of increased capital to finance the growth of consulting practices, new 
technology, training and large unfunded pension obligations; (f) firms have merged, resulting in 
increased firm size, both domestically and internationally; (g) firms have expanded into inter- 
national networks, affiliating and marketing under a common name; (h) non-CPA financial service 
firms have acquired accounting firms, and the acquirers previously have not been subject to the 
profession’s independence, auditing, or quality control standards; (i) firms’ professional staffs have 
become more mobile, and geographical location has become less important due to advances in 
telecommunications and internet services; and (j) audit clients are hiring an increasing number of 
firm partners, professional staff and their spouses for high level management positions (Proposed 
Rule: S7-13-00 Revision of the Commission’s Auditor Independence Requirements 17 CFR Parts 
210 and 240). 
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e Functioning as management or an employee of an audit client, and 
e Acting as an advocate for an audit client. 


The basic principles offered a framework for analysing issues relating to auditor 
independence, in that actions inconsistent with one or more of the principles could 
result in a lack of auditor independence.” 

In related matters during June 2000, the Commission announced that all of the 
then Big Five accounting firms agreed to participate in a voluntary ‘look-back 
program’ to address past violations of auditor independence rules.” The program 
provided a safe harbour (a type of amnesty) from enforcement and certain other 
SEC actions for all but the most serious violations covered by the program. Turner 
stated that “This program will identify issues that will be helpful in developing 
improved systems, procedures, and controls to provide assurance of compliance 
with all independence rules in the future’ (USSEC, 2000e, p. 2). 

As have all chief accountants since the inception of the Emerging Issues Task 
Force (EITF), Turner was an active observer of deliberations by the group. During 
1999, the EITF reached consensus on a number of significant issues including those 
relating to the application of the equity method of accounting, accounting for 
financial instruments, and the appropriate reporting of subsequent events caused 
by the phenomenon of the year 2000. As with his predecessors, Turner supported 
the SEC’s Professional Accounting Fellow Program in which he had been a particip- 
ant. Turner left the Commission in August 2001 to join the faculty at Colorado 
State University and serve as the director of the Center for Quality Financial 
Reporting. : 


SUMMARY 


The SEC was formed seven decades ago. Today, as in 1934, the objective of the 
Commission ‘continues to be the protection of investors through the fair and 
orderly operation of the markets’ (Turner, 1999f, p. 1). 

Since the issuance of ASR 4 in 1938, the SEC has recognized, and regularly 
supported, the private sector’s role in establishing and improving accounting 
principles relating to disclosure practices of public companies. As Commissioner 
Hunt (1996) noted, ‘the typical standard-setting activity of the SEC is oversight, 
rather than the drafting of new accounting principles’ (p. 4). Financial Reporting 


3! After holding public hearings (USSEC, 2000g), the SEC issued on 21 November 2000 its final rule 
relating to the revision of auditor independence (USSEC, 2000h). Lynn Turner participated in these 
public hearings. Past SEC auditor independence revisions were made in 1983 (FRR 10, 25 February 
1983) and 1998 (Rule 102(2) Rules of Practice). 


2 The voluntary look-back program covered a period of at least nine months ending 31 March 2000. 
Each firm retained independent counsel to oversee a review to identify certain independence viola- 
tions relating to ownership of prohibited financial interests in their SEC audit clients. The program 
did not cover violations that the SEC were informed of prior to the commencement of the program, 
nor does the safe harbour cover violations that took place during the review that the SEC is 
informed of after the completion of the program. Participating firms began the reviews on 15 June’ 
2000 and the participating firms submitted their report of findings to the SEC in 2001. 
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Releases issued by the SEC are designed to supplement and/or amend FASB and 
other professional accounting standards. The SEC through the actions of its chief 
accountant has demonstrated that it will challenge, and on occasion supersede, 
private-sector accounting standards. The SEC’s willingness to support the private 
sector has been with an understanding that it continues to monitor the results of 
private-sector standard setters and when necessary to exercise its statutory author- 
ity.” In April 2003 the Commission reaffirmed its support of the FASB under the 
criteria of Section 108 of the Sarbanes-Oxley Act of 2002, by issuance of FRR 70 
(USSEC, 2003a). Under Sections 108-9 of the Sarbanes-Oxley Act of 2002, the 
SEC is also directed to approve a public fee funded budget to suppen the FASB’s 
activities. 

While many individuals, alone or by virtue of their offices, have contributed to 
the growth and development of the CPA profession during its existence, arguably 
no single group has influenced it more than those individuals holding the office of 
the Chief Accountant of the Securities and Exchange Commission. Augmenting 
the work of early SEC chief accountants (Previts, 1978), this article provides detail 
of how five recent chief accountants serving over the twenty-five-year period 1976- 
2001 have responded to this role in the capital markets. The article relates where 
and how OCA officeholders have kept watch over a domain of issues including 
auditor independence and scope of services, contributed to the standards-setting 
process, addressed global reporting concerns, and worked to.deter poor reporting, 
fraud and internal control weaknesses over the past twenty-five years. What 
remains for future researchers to address is the task of assessing the impact of 
these individuals, and their office, in relative and comparative terms. 

The political will to address and resolve the issues faced by the SEC is brought 
to balance at a point on the continuum of choices from market based solutions to 
those which are governmental mandates.. At the present instant, the SEC senior 
staff appears to be responding to legislative initiatives that support a more substan- 
tial role for regulation (i.e., mandates). They refer to the passage of the National 
Securities Market Improvement Act of 1996 as a basis for much needed regulatory 
uniformity at the national-level (Cutler, 2003, p. 1). Such a new view of Federalism 
has been reaffirmed in the Sarbanes-Oxley Act of 2002, by conferring greater 
powers to the SEC as a key capital market’s oversight agency and by establishing 
a new national board to supervise and inspect those who conduct the audits of 
publicly held companies. The effectiveness and acceptance of this new regulatory 
regime is far from certain, and it may well be that m the not too distant future 
once again the public’s appetite for market based and deregulatory solutions will 
prevail. 

This article has set forth a background of facts regarding the events and activ- 
ities that are identified with the terms of service of five persons who served as chief 
accountants of the SEC from 1976 to 2001. Improving one’s understanding of 
the Commission and its accounting related activities established a basis for more 


* Accounting authors have long recognized the political nature of the standard-setting process. Zeff 
expands on this theme in his 1971 lectures (Zeff, 1972 
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effective instruction, research and participation in the duties and responsibilities 
which accountants seek to fulfil. 

The record of issues outlined in this article provides support for future research 
and for particular assessments of individual chief accountants as well as for topics 
which transcend the entire period of SEC activity. 

In concluding it seems appropriate to observe that our views about the commit- 
ment, professionalism and personal integrity of each of the five individuals whose 
terms of office we have recounted are the same. Each dispatched his responsibilities 
with the dedication, energy and competence expected while exhibiting commit- 
ment to public duty consistent with the traditions and expectations of the Office of | 
Chief Accountant. 


REFERENCES 


Accounting Today, ‘SEC’s Schuetze to Retire in 1995’, 12 December 1994. 


Advisory Panel on Auditor Independence, Strengthening the Professionalism of the Independent 
Auditor, Report to the Public Oversight Board of the SEC Practice Section, 30 September 1994. 


American Banker, ‘“Senator” Leach Appreciates the Unexpected Promotion’, 13 November 1995. 


American Institute of Certified Public Accountants, ‘AICPA Annual Report: 1996-97,’ http:// 
www.aicpa.org, 1997. 


———, ‘SEC Regulations Committee Joint Meeting with SEC Staff, http//aicpa.org, 12 March 1998a. 
———, ‘AICPA SEC Regulations Committee Highlights’, http:/Avww.aicpa.org, 9 July 1998b. 


Barrett, G. R., ‘The SEC’s New Chief Accountant Sets Some Clear-Cut Goals’, Journal of Account- 
ancy, June 1992. 


Carmichael, D. R., and J. L. Craig, Jr, ‘Strengthening the Professionalism of the Auditor: An Interview 
with Donald Kirk’, CPA Journal, February 1995. 


Collins, S. H., ‘The SEC on Full and Fair Disclosure: A Talk With Chief Accountant Ed Coulson’, 
Journal of Accountancy, January 1989. 


Committe, B. E., ‘Independence of Accountants and Legislative Intent’, Administrative Law Review, 
Winter 1989. 


Committee on Sponsoring Organizations of the Treadway Commission, Fraudulent Financial Reporting: 
1987-1997 An Analysis of U.S. Public Companies, March 1999. 


Craig, J. L., ‘Preserving Auditor Independence: An Interview with Michael H. Sutton’, CPA Journal, 
December 1997. 


Cutler, S. M., SEC Accounting Rules, No. 403, Commerce Clearing House, 21 March 2003. 


Financial Accounting Standards Board, Statement of Financial Accounting Standards No. 19, Financial 
Accounting and Reporting by Oil and Gas Producing Companies, FASB, 1977. 


~, Statement of Financial Accounting Standards No. 69, Disclosures About Oil and Gas Producing 
Activities, FASB, 1982. 


~, Statement of Financial Accounting Standards No. 115, Accounting for Certain Investments in Debt 
and Equity Securities, FASB, 1993. 


~ Statement of Financial Accounting Standards No. 118, Accounting by Creditors for Impairment of 
a Loan—Income Recognition and Disclosures, FASB, 1994a. 


-—--, Statement of Financial Accounting Standards No. 119, Disclosure About Derivative Financial 
Instruments and Fair Value of Financial Instruments, FASB, 1994b. 


Financial Executive, ‘Business and the SEC: Lessons in Coexistence’, March/April 1991. 


Fleming, P. D., ‘What’s Next for the Business Reporting Model?’, Journal of Accountancy, December 
1996. 


180 


SEC CHIEF ACCOUNTANTS 1976-2001 


Flesher, D. L., and T. K. Flesher, ‘Ivar Kreuger’s Contribution to U.S. Financial Reporting’, Accounting 
Review, July 1986. 


Gorton, D. E., ‘The SEC Decision Not to Support SFAS 19: A Case Study of the Effect of Lobbying on 
Standard Setting’, Accounting Horizons, March 1991. 


Hrisak, D. M., ‘New SEC Chief Accountant A. Clarence Sampson—Two Decades of Dedication’, 
Journal of Accountancy, July 1979. 


Hunt, Jr, I. C., ‘The Impact of the SEC on Financial Reporting’, speech presented to the Ohio Council 
—Institute of Management Accountants 22nd Annual Professional Development Conference, 
Kent State University, United States Securities and Exchange Commission, http://www. sec. gov/ 
speeches, 19 April 1996. 


-—, ‘Auditor Independence and Related Issues’, speech presented to the National Association of 
State Boards of Accountancy, United States Securities and Exchange Commission, http:// 
www.sec.gov/speeches, 23 September 1997. 


International Accounting Bulletin, ‘SEC Independence Line Costs PwC £2m’, 31 January 2000. 
Journal of Accountancy, ‘SEC Votes Against Change in Oil and Gas Accounting’, January 1987. 
, ‘Coulson Named SEC Chief Accountant’, March 1988a. 


-—, ‘A Journal Roundtable Discussion: Frank Talk From Former SEC Chief Accountants’, 
December 1988b. 


——., ‘SEC Announces 1990 Fellowship Selections’, May 1990. 
~——, ‘Schuetze Named New SEC Chief Accountant’, March 1992. 
——,, ‘Sampson Receives POB’s McCloy Award’, April 1993. 





, December 1994. 





-—, ‘Walter Schuetze Retires from SEC Top Accountant Post’, June 1995. 
——, ‘Schuetze Appointed to SEC Enforcement’, December 1997. 


King, R. R., and R. Schwartz, ‘The Private Securities Litigation Reform Act of 1995: A Discussion of 
Three Provisions’, Accounting Horizons, March 1997. 


Larson, G. N., ‘A Crisis of Confidence in Financial Reporting’, Management Accounting, February 1994. 


Levitt, A., ‘Final Thoughts on Litigation Reform’, speech presented to the 23rd Annual Securities 
Regulation Institute, United States Securities and Exchange Commission, http//www.sec.gov/ 
news/speech/speecharchive/1996/spch070.txt, 24 January 1996. 


Los Angeles Times, ‘SEC Promotes Coulson to Chief Accountant’, 8 January 1988. 


MacDonald, E., ‘SEC Names Accounting-Industry Critic to a Top Enforcement Postat Agency’, Wall 
Street Journal, 10 October 1997. 


MacDonald, E., and P. Beckett, "Turner Is Picked by SEC to Become its Top Accountant’ Wall Street 
Journal, 8 May 1998. 


Mathewson, J., [Bloomberg News], ‘KPMG Loses Bid to Reverse Ruling on Securities Rule’, Plain 
Dealer, 15 May 2002. 


McCraw, T. K., Prophets of Regulation, Heard University Press, 1984. 


McGoldrick, B., ‘Edmund Coulson of the SEC: Setting Rules for the Real World’, Institutional Investor, 
January 1991. 


Moran, M., and G. J. Previts, “The SEC and the Profession, 1934—84: The Realities of Self-Regulation’, 
Journal of Accountancy, July 1984. 


Previts, G. J., “The SEC and its Chief Accountants: Historical Impressions’, Journal of Accountancy, 
August 1978. 


Previts, G. J., and B. D. Merino, A History of Accountancy in the United States: The Cultural PERI 
ance of Accounting, Ohio State University Press, 1998. 


Public Oversight Board, The Panel on Audit Effectiveness—Report and Recommendations EEE 
Draft), http:/Avww.pobauditpanel.org, 31 May 2000a. 


——, The Panel on Audit Effectiveness—Report and Recommendations (Final Repor, http:// 
www.pobauditpanel.org, 31 August 2000b. 


181 


ABACUS 


Rankin, K., ‘Schuetze Returns to SEC, Tanned, Rested, and Ready’, Accounting Today, 10 November 
1997, 


Reynolds, K. M., ‘News and Trends: Turner to Become SEC’s New Chief Accountant’, The Bond Buyer, 
11 May 1998. 


Sampson, A. C., ‘The Internal Auditing Profession: Challenges and Opportunities’, Internal Auditor, 
October 1979a. 


——, ‘The Effect of SEC Regulation on the Development of Accounting Theory’, in J. J. Davies (ed.), 
Papers Presented at the 1979 Accounting Research Convocation on the Subject of Seeking Full 
Disclosure, University of Alabama, November 1979b. 


Sarbanes-Oxley Act of 2002, 107th Congress, 2nd Session. Public Law 107-204 [H.R. 3763], LexisNexis 
Congressional—-Document: 1-77, http-/Aveb-lexis-nexis.com/congcomp, 30 July 2002. 


Schuetze, W. P., ‘Reporting by Independent Auditors on Internal Controls’, CPA Journal, October 
1993. 


———, ‘Current Developments at the SEC’, speech presented to the 17th Annual SEC and Financial 
Reporting Institute Conference, Leventhal School of Accounting, University of Southern Cali- 
fornia, United States Securities and Exchange Commission, http./Avww.sec.gov/news/speech/ 
speecharchive/1998/spch216.htm, 14 May 1998. 


———, ‘Cookie Jar Reserves’, speech presented to the 19th Annual Ray Garrett, Jr. Corporate and 
Securities Law Institute, Corporate Counsel Center of Northwestern University School of Law, 
United States Securities and Exchange Commission, http://www.sec.gov/news/speeches, 22 April 
1999. 


———, A Memo to National and International Accounting and Auditing Standard Setters and Securities 
Regulators (A Christmas Pony), R. J. Chambers Research Lecture, The University of Sydney, 
2001. 


———, Mark to Market Accounting: ‘Truth North’ in Financial Reporting, P. W. Wolnizer (ed.), Routledge, 
2003. 


Sutton, M. H., ‘Auditor Independence: The Challenge of Fact and Appearance’, Accounting Horizons, 
‘March 1997a. 


--—, ‘Current Financial Reporting Issues’, speech presented to the 16th Annual SEC and Financial 
Reporting Institute, University of Southern California, United States Securities and Exchange 
Commission, http//Awww.sec.gov/news/speeches, 29 May 1997b. 


———, ‘Financial Reporting in U.S. Capital Markets: International Dimensions’, Accounting Horizons, 
June 1997c. 


Sutton, M. H., and J. A. Johnson, ‘Current Values: Finding a Way Forward’, Financial Executive, 
January/February 1993. 


Turner, L. E., ‘Letter From the Office of the Chief Accountant Regarding the 1998-1999 Audit Risk 
Alerts’, United States Securities and Exchange Commission, http://www.sec.gov/offices/account/ 
aclr1009.htm, 9 October 1998a. 


~, ‘Towards Higher Values in Financial Reporting’, speech presented at the Financial Executives 
Institute Annual 1998 Conference, United States Securities and Exchange Commission, http:// 
www.sec.gov/news/speeche/speecharchive/1998/spch231.htm, 22 October 1998b. 


———., ‘Initiatives for Improving the Quality of Financial Reporting’, speech presented to the New York 
Society of Security Analysts, Inc., United States Securities and Exchange Commission, http:// 
www.sec.gov/news/speeches, 10 February 1999a. 

——, ‘Right to the End’, speech presented at the Ethics Under Stress Conference of the American 
Institute of CPAs, American Accounting Association, National Association of State Boards of 
Accountancy, United States Securities and Exchange Commission, Bi RSEN sec.gov/news/ 
speeches/spch277.htm, 23 April 1999b. 


———, ‘The Year of the Accountant’, speech presented to the SEC Institute, United States Securities and 
Exchange Commission, http://www.sec.gov/news/speeches/spch291.htm, 14 June 1999c. 


-——, ‘Panel on Audit Effectiveness’, speech presented to the Panel on Audit Effectiveness, United 
States Securities and Exchange Commission, http:/Avww.sec.gov/news/speeches/spch307.htm, 7 
October 1999d. 


182 


SEC CHIEF ACCOUNTANTS 1976-2001 


——, ‘Reflection on Times Past, Times to Come’, speech presented at the 10th Annual Conference 
on Financial Reporting, University of California at Berkeley, United States Securities and 
Exchange Commission, http://www.sec.gov/news/speeches/spch322.htm, 5 November 1999e. - 

——., ‘Quality—Tomorrow and Today’, speech presented to the AICPA National Conference on Banks 
and Savings Institutions, United States Securities and Exchange Commission, http:/Avww.sec.gov/ 
news/speech/speecharchive/1999/spch318.htm, 9 November 1999f. 

—, ‘Letter From the Office of the Chief Accountant: Audit Risk Alert’, United States Securities and 
Exchange Commission, http://www.sec.gov, 22 December 1999g. 

Turner, L. E., and J. H. Godwin, ‘Auditing, Earnings Management, and International Account- 
ing Issues at the Securities and Exchange Commission’, COTES Horizons, September 
1999. 

United States Congress, House of Representatives, Congressional Record, Proceedings and Debates of 
the 95th Congress, 2nd Session, Vol. 124, No. 93, 16 June 1978. 

United States Congress, Senate, Committee on Banking and Currency, Hearings on the Securities Act, 
73d Congress, 1st session, [Statement of Col. A. H. Carter], 1933. 

United States General Accounting Office, The Accounting Profession: Status of Panel on Audit Effect- 
iveness Recommendations to Enhance the Self Regulatory System, Document GAO-02-411, May 
2002. 

United States Securities and Exchange Commission, Administrative Policy on Financial Statements, 
Accounting Series Release No. 4, Government Printing Office, 25 April 1938. ° 

——,:Adoption of Regulation S-X—-Amendments to Form 15 and Form 17, Accounting Series Release 
No. 12, Government Printing Office, 21 February 1940. 





ards, Accounting Series Release No. 150, Government Printing Office, 20 December 1973. 


—, Adoption of Amendments of Certain Forms and Related Rules, Accounting Series Release No. 206, 
Government Printing Office, 13 January 1977. 


—, Notification of Enactment of Foreign Corrupt Practices Act of 1977, Accounting Series Release 
No. hans Government Printing One 16 February 1978a. 





—, Oil and Gas Producers—Full Cost Aes pee Accounting Series Release No. 258, 
Government Printing Office, 19 December 1978c. 

—, Requirements for Financial Accounting and Reporting Practices for Oil and Gas Producing Activi- 
ties, Accounting Series Release No. 257, Government Printing Office, 19 December 1978d. 

—, Amendments to Annual Report Form, Related Forms, Rules, Regulations and Guides; Integration 
of Securities Acts Disclosure Systems, Accounting Series Release No. 279, Government Printing 
Office, 2 September 1980a. 

——, General Revision of Regulation S-X, Accounting Series Release No. 280, Government Printing 
Office, 2 September 1980b. 

——, Uniform Instructions as to Financial IRETE, A S-X, Accounting Series Release 
No. 281, Government Printing Office, 2 September 1980c. 

—,, Disclosure Amendments to Regulation S-K, Form 8-K and Schedule 14A Regarding Changes in 
Accountants and Potential Opinion Shopping Situations, Financial Reporting Release No. 31, 
Government Printing Office, 12 April 1988a. 

——., Codification of Financial Reporting Policies, Financial Reporting Release No. 1, Government 
Printing Office, = April nore 





Release No. 1, Govemieat Printing Office, 15 April 1988c. 


——, Regarding Auditor Independence: Letter to Arthur Andersen & Co., 1989, http://www.sec.gov/ 
info/accountants/noaction/aaartanl htm, 14 February 1989. 


——, Regarding Auditor Independence: Letter to Arthur Andersen & Co., 1990, http:/Awww.sec.gov/ 
info/accountants/noaction/aaartan2.htm, 20 June 1990. 


| —, Staff Report on Audit Independence, http://www.sec.gov, March 1994, 


183 


ABACUS 


~——, Recognition of a Gain or Loss on Early Extinguishment of Debt, Staff Accounting Bulletin No. 94, 
Government Printing Office, 18 April 1995. 

———, Streamlining Disclosure Requirements Relating to Significant Business Acquisitions, Financial 
Reporting Release No. 47, Government Printing Office, 10 October 1996. . 

—-—, Disclosure of Accounting Policies for Derivative Financial Instruments and Derivative Com- 
modity Instruments and Disclosure of Quantitative and Qualitative Information About Market 
Risk Inherent in Derivative Financial Instruments, Other Financial Instruments, and Derivative 
Commodity Instruments; Final Rule (Parts I and 2), Financial Reporting Release No. 48, 
Government Printing Office, 31 January 1997a. 

———, Implementation of Section 10A of the Securities Exchange Act of 1934, Financial Reporting 
Release No. 49, Government Printing Office, 12 March 1997b. 


-——, The Work of the SEC, http://www.sec.gov/asec/wot.htm, June 1997c. 

————, Administrative Proceedings in the Matter of KPMG Peat Marwick LLP, Accounting and Auditing 
Enforcement Release No. 994, Government Printing Office, 4 December 19974. 

——, Michael H. Sutton, Chief Accountant of the SEC, to Depart, Press Release 97-110, httpv//Awww.sec.govw/ 
news/press/97-110.txt, 9 December 1997e. 

~——, The Establishment and Improvement of Standards Related to Auditor Independence, Financial 
Reporting Release No. 50, Government Printing Office, 18 February 1998a. 

-————, Lynn Turner Named New SEC Chief Accountant, Press Release 98-46, http://www.sec.gov/news/ 
press, 7 May 1998b. 

———, Final Rule: Amendment to Rule 102(e} of the Commission’s Rules of Practice, http://www.sec.gov/ 
rules/final/33-7593.htm, 19 October 1998c. 

———, Administrative Proceedings in the Matter of PricewaterhouseCoopers LLP, Accounting and Audit- 
ing Enforcement Release No. 1098, Government Printing Office, 14 January 1999a. 

-——, Materiality, Staff Accounting Bulletin No. 99, Government Printing Office, 12 August 1999b. 

———, SEC 1998 Annual Report: Program Areas, http://www.sec.gov/asec/annrep98/ar98main.htm, 18 
August 1999c. 

———, Audit Effectiveness Panel Conducts Survey to Help Improve Quality of Public Company Audits, 
Press Release 98-113, http:/Avww.sec.gov/news/audpanel.htm, 9 September 1999d. 

———, Final Rule: Audit Committee Disclosure, http://www.sec.gov/rules/final/34-42266.htm, 22 
December 1999e. 

~, In the Matter of KPMG Peat Marwick LLP—Administrative Proceeding File No. 3-9500, bttp:// 
www.sec.gov, 21 January 2000a. 

———, In the Matter of KPMG Peat Marwick LLP—Administrative Proceeding File No. 3-9500, Division/ 
OCA’s Petition for Review, http://www.sec.gov, 11 February 2000b. 

--—, International Accounting Standards, Concept Release, http://www.sec.gov/rules/concept/34- 
42430.htm, 16 February 2000c. 

——, Charles Niemeier Named Chief Accountant of the Division of Enforcement, Press Release 
2000-70, http//www.sec.gov/news/niemeier.htm, 25 May 2000d. 

———, All Big 5 Accounting Firms Agree to Participate in Voluntary Program to Address Independence 
Violations: Safe Harbor Provided for Certain Violations, Press Release 2000-77, http://www.sec.gov/ 
news/big5acct.htm, 7 June 2000e. 

———, Proposed Rule: Revision of the Commission’s Auditor Independence Requirements, http:// 
www.sec.gov/rules/proposed/3442994.htm, 30 June 2000f. 

———, Public Hearing on Auditor Independence Rule Proposal Formally Set for July 26, 2000, Press 
Release 2000-94, http:/Avww.sec.gov/news/press/2000-94.txt, 10 July 2000g. 

—-—, Final Rule: Revision of the Commission’s Auditor Independence Requirements, http:/Avww.sec.gov/ 
rules/final/33-7919.htm, 21 November 2000h. 


~——, Administrative Proceedings in the Matter of KPMG Peat Marwick LLP, Accounting and Auditing 
Enforcement Release No. 1374, Government Printing Office, 8 March 2001a. 


184 


SEC CHIEF ACCOUNTANTS 1976-2001 


——, Independence Standards Board to Cease Operations After Making Contributions to the Resolu- 
tion of Difficult and Longstanding Auditor Independence Issues; Press Release 2001-72, http:// 
www.sec.gov/news/press/2001-72.txt, 17 July 2001b. 

—, Budget Estimate Fiscal 2003, United States Securities and Exchange Commision Library, Febru- 
ary 2002. 

—, Reaffirming the Status of the FASB as a Designated Private-Sector Standard Setter, Financial 
Reporting Release No. 70, http://www.sec.gov/rules/policy/33-8221.htm, 25 April 2003a. 

——, Update of Codification of Staff Accounting Bulletins, Staff Accounting Bulletin No. 103, http+/ 
www.sec.gov/interps/account/sab103.htm, 9 May. 2003b. 

Wilson, A. C., and R. H. Rasch, ‘New Accounting for Derivatives and Hedging Activities’, CPA 
Journal, October 1998. 

Zeff, S. A., Forging Accounting ane in Five Countries: A History and an mE of Trends, 
Stipes, 1972. 


185 


ABACUS, Vol. 39, No. 2, 2003 
PETER STANDISH 


Evaluating National Capacity for Direct 
Participation in International Accounting 
Harmonization: France as a Test Case 


This article evaluates national capacity for direct participation in inter- 
national accounting harmonization through its principal current formal 
institutional forum, the International Accounting Standards Board (IASB), 
with France as a test case. The objective is to derive propositions by 
which - individual nation states, their indigenous accounting professions 
and other significant elements of their institutional framework might: 
(a) evaluate their present national capacity to contribute to international 
accounting harmonization; and (b) address policy issues relevant to 
development and deployment of capacity for effective engagement. The 
objective of the framework of analysis employed is to infer essential or 
desirable attributes for direct participation in international accounting 
harmonization by reference to the observed attributes of the initial [ASB 
appointments. The likelihood and sustainability of direct French participa- 
. tion in the process is then assessed in relation to those attributes. 


Key words: Accounting; France; Harmonization; International. 
CONTEXT AND PRELIMINARY REASONING 


This article considers the conditions that influence or determine national capacity 
for direct participation in international accounting harmonization through its prin- 
cipal current formal institutional forum, the International Accounting Standards 
Board (IASB), with France as a test case. The importance of this issue relates to 
the IASB structure and process for international accounting harmonization, given 
that the structure and process are intended to develop accounting standards accept- 
able in all countries of financial significance, for application in their jurisdictions 
by law or regulation. 

Viewing the historical development of financial accounting and reporting, it is 
observable that as capital markets develop in a given country, especially markets 
for trading in listed securities, governments are moved to specify requirements for 
periodic financial disclosure by specified classes of corporate entities to their owner- 
shareholders and in certain instances to other designated classes of legal persons. 
The historical circumstances under which national governments came to take this 
step and the details of legislative requirements in different jurisdictions have tended 
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to vary where unconstrained by international agreement, for reasons explored in 
the European context by Ebbers and McLeay (1997). 

A widely expressed interpretation of the consequence of national variety in 
financial accounting and disclosure requirements, and associated issues of compli- 
ance within jurisdictions, is that comparative international assessment of reported 
corporate financial information is more costly than would be the case if variety 
were reduced or eliminated, due in part to greater uncertainty regarding the mean- 
ing and reliability of much financial disclosure. Moreover, these adverse cost and 
risk assessment effects are generally believed to have increased with the growth of 
international capital markets and cross-border investment. International concern 
over these issues produced formation of the International Accounting Standards 
Committee (LASC) in 1973, intended to narrow the scope of international account- 
ing differences. In tandem, a number of countries in the succeeding decades have 
taken steps to strengthen accounting regulation, recognizing that specification of 
required accounting practices in the form of formalized accounting standards does 
not of itself procure sufficiently widespread and satisfactory compliance. 

Accordingly, for present purposes it is hypothesized that necessary conditions 
for accounting harmonization to produce accounting disclosure satisfactory for the 
needs of international capital markets are: 


e development and promulgation of formalized accounting standards; and 
e application of accounting standards through a regulatory process to secure ad- 
equate compliance with the information outcomes required by those standards. 


This is not to imply that the accounting standard setter, whether at national or inter- 
national level, ought at the same time be charged with enforcement of standards 
through regulation. But it does indicate that parties wishing to play a significant 
role in standard setting need to be fully conscious of the regulatory implications of 
outcomes from their involvement, both as regards regulatory prescription and 
compliance.’ In turn, that means attention to the role that government might play 
either directly in regulation and enforcement or indirectly through contracting out 
or ‘delegating its authority elsewhere for this purpose, and to the ability and will- 
ingness of affected parties to apply protgssional standards in a manner sufficient to 
comply with regulation. 

Given the necessary linkage between harmonization and regulation assumed for 
the present purpose, the context within which propositions are to be developed 
regarding national capacity for direct participation in international accounting har- 
monization is that of the structure and operation of the International Accounting 
Standards Board (IASB) and its precursor, the International Accounting Standards 
Committee.* Clearly, the operation of LASB does not itself fully account for the 


` 1 This point is clearly recognized by the European Commission (Response to the International Ac- 
counting Standards Committee Strategy Working Party Report, 30/4/1999, full text, www-.europa.eu_int, 
see Enforcement). 


? Standards adopted by IASB and formerly by IASC are respectively designated as International 
Financia] Reporting Standards (IFRS) and International Accounting Standards (LAS). 
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full range of efforts in the field of international accounting harmonization, nor is 
it intended to do so. In addition to IASB, various other particular forums and 
institutional elements have contributed to the unfolding of international account- 
ing harmonization, such as the former grouping of national accounting standard 
setters, the G4+1, comprising Australia, Canada, New Zealand, U.K. and U.S.A., 
with LASC representatives as observers. Moreover, taking the French contribution 
to harmonization as an example, the French Conseil National de la Comptabilité 
(CNC; National Accounting Council) has extensively engaged in significant har- 
monization activities leading to national changes in financial accounting requirements 
in various Third World and former Soviet bloc countries. 
Nevertheless, the pre-eminence of the IASB derives from: 


the potential significance of LASB activities and outcomes, given its aspiration 
to develop accounting standards for application by companies listed on the major 
world stock exchanges; 

e the degree of professionalism applied to the LASB task; and 

the evident wish of affected parties such as elements of the accounting profes- 
sion, Major companies, especially multi-listed companies, professional financial 
analysts and governments, to contribute to or influence IASB accounting 
standards. 


Assessment of national capacity for direct participation in international account- 
ing harmonization that is tied specifically, as here, to the IASB is contingent on 
circumstances of the IASB itself. As constituted, [ASB is an autonomous entity 
neither embedded in an international treaty arrangement nor answerable to any 
international organization created by sovereign states. As such, IASB has no 
juridical or political authority but must instead seek to establish itself through a 
reputation for superior expertise in the development of internationally acceptable 
accounting standards. Accordingly, the analysis and findings in this article are 
contingent on JASB structure and operation under these conditions. If at a later 
time it were to become subject to formal control by sovereign states or by an 
international organization established by sovereign states, it is likely that national 
capacity for direct participation in international accounting harmonization might 
depend on different criteria, such as the relative international political weight of 
given nation states. 


ESSENTIAL OR DESIRABLE ATTRIBUTES FOR DIRECT 
PARTICIPATION IN INTERNATIONAL ACCOUNTING 
HARMONIZATION 


The analysis in this section seeks to infer essential or desirable attributes for 
direct participation in international accounting harmonization by reference to the 
observed attributes of the initial [ASB appointments. This does not imply a judg- 
ment about the merits of those attributes, which is essentially an issue related to 
the ends to be served by the [ASB and their political or social validity. Instead, the 
attributes are simply viewed in an ontological sense. 
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FIGURE 1 


IASB STRUCTURE 





X l isory 
; l Council 
National standard 
setters and other Board (14) 
- interested parties 
i Steering and Advisory 
l Committees 


i = Commercial Director Technical Director 
Membership links --- and non-technical staff and technical staff 


As the initial basis for drawing inferences, Figure 1 shows the [ASB structure (IASC 
Strategy Working Party, 1999, Appendix B), as originally proposed for restructuring 
the IASC and adopted in 2000 for the renamed IASB, covering arrangements for 
appointment of persons, assignment of tasks and distribution of responsibilities. 

Table 1 shows for the twelve foundation full-time and two part-time IASB mem- 
bers, appointed 2000—01 the attributes deemed significant for their appointment. 

Table 2 summarizes IASB foundation member attributes from their website 
profiles. 

From the foregoing, the following inferences are drawn regarding essential or 
desirable attributes for participation in international accounting standard setting. 





Language and Communication 

As the IASB and former IASC standard setting processes have always been 
conducted solely in English, effective ability to communicate in English may be 
regarded as essential. Moreover, native English speakers linguistically dominate 
IASB staffing, an aspect further reinforced by the appointment, in June 2001, of an 
Australian and American respectively as Director of Technical Activities and of 
Research. The implication of this for non-English speakers is profound, in that 
effective engagement in the LASB process evidently requires its members to have 
linguistic facility with the discourse of conceptual frameworks prevalent in the 
English-speaking countries of principal significance to the process, namely, the 
U.S., U.K. and, to a lesser extent, Australia and Canada. It may be noted that of 
the four non-native English-speaking [ASB members, two are immediate past 
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TABLE 1 


INTERNATIONAL ACCOUNTING STANDARDS BOARD FOUNDATION 


Member Full/part 
time 

Tweedie FT 

chair 
Jones FT 

vice-chair 
Barth PT 
Bruns FT 
Cope FT 
Garnett FT 
Gélard FT 
Herz’ PT 
Leisenring FT 
McGregor FT 
O'Malley FT 
Schmid FT 
Whittington FT 
Yamada FT 


Source: www.iasb.org.uk 


MEMBER ATTRIBUTES 
Nationality Native Principal prior Previous 
language career full-time 
academic 
experience 
British English Accounting Yes 
standard setter 
British English Banking 
US. English Academic Yes 
German German Industry 
British English Financial 
investment 
Sth African English Industry 
French French Professional 
practice 
US. English Professional 
practice 
US. English Accounting Yes 
standard setter 
Australian English Accounting Yes 
standard setter 
Canadian English Professional 
practice 
Swiss German Industry 
British English Academic Yes 
Japanese Japanese Professional 
practice 


Prior 
standard 
setting 
appointment 


U.K. ASB 
IASC 


IASC 


German 
ASB 


U.S. FASB 


IASC 
French CNC 


U.S. FASB 


IASC 
Aust. ASB 


Can. ASB 


IASC 
Swiss ASB 


U.K. ASB 
IASC 


Big-5/4 partners and the other two had multinational company career experience 
(with Daimler-Chrysler and Nestlé), involving substantial exposure to international 
accounting standards and capital markets. It may further be noted that command 
of English in the actual selection of board members, ten of fourteen, is more 
strongly reflected than in the selection of the trustees to appoint the board 
members, with nine native English-speaking trustees and one additional trustee 
presumably a native English speaker (with the Bank for International Settlements, 


Switzerland) of the total nineteen trustees. 


3 The only subsequent modification of LASB membership to October 2002 is the withdràwal of Herz 
and his replacement by Smith, a U.S. citizen whose IASB profile shows the same attributes in all key 


respects as Herz. 
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INTERNATIONAL ACCOUNTING STANDARDS BOARD FOUNDATION MEMBER 


ATTRIBUTES SUMMARY 
Attributes English as English not U.K./US. Other Non- 
native as native nationality English- English- 
language language speaking speaking 
Lo nationality nationality 
Primary native language ' 40 4 
Nationality 
U.K. 
U.S. 3 
Other ` 3 4 
Total 7 ee 4 
Prior membership of accounting standard ‘setting body 
IASC 1 1 1 1 
IASC + other 2 2 1 1 
Other 4 1 Bs 1 1 
Total prior accounting 7 4 5 2 4 
standard setting body 
No prior accounting standard 3 2 1 
setting body l 


Full-time academic appointment 


Previous appointment 5 4 1 
No previous appointment 5 4 3 2 4 
Public accounting experience 
(Arthur) Andersen 1 1 
KPMG 4 i 2 2 1 
PricewaterhouseCoopers 1 1 1 1 
Big-5/4 firms 6 2 4 2 1 
Other 2 2 1 
Total public accounting 9 1 6 3 1 
experience l j 
No public accounting 2 2 1 it 2 
experience l 


Membership of Epistemic Communities - 

All fourteen IASB members have been members of relevant epistemic communities, 
as ‘loose collections of knowledge-based experts who share certain attitudes and 

values and substantive knowledge, as well as ways of thinking about -how to use 

that knowledge’ (Braithwaite and Drahos, 2000, p. 501). Of them, five have been 
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or in one case remain full-time academics, an epistemic community in its own right. 
Altogether, eleven, including four of the five academics, had been members of 
IASC and/or national accounting.standard setting bodies. Of those eleven, three, 
all one-time academics and including the [ASB chairman, had effectively moved 
into accounting standard setting as their long-term career path. The three with- 
out prior appointment to an accounting standard setting body had been active or 
held a senior appoiniment in their professional accounting institutions, or served 
on committees of a national accounting standard setting body. The comparative 
advantage conferred by prior experience in accounting standard setting or closely 
related activities of the professional accounting institutions derives importantly 
from the shared discourse and expertise of those communities, making experience 
of this order an almost essential attribute. 


Nationality Related to Economic Significance 

IASB membership is predominantly from the English-speaking world, with ten of 
fourteen members, of whom seven are from the U.K. or U.S.A. As two of the 
British members have mainly spent their working careers in the U.S.A., five of the 
fourteen members are closely identified with the U.S.A., making them the largest 
single national group of members, with all that this implies in terms of discourse, 
concepts and attitudes in regard to accounting standards, the role of the accounting 
and auditing profession, and capital markets.‘ This in turn is a reflection of U.K// 
U.S. predominance in terms of largest companies, with sixty-one U.S. and twelve 
U.K. companies out cf the world’s largest hundred companies by market capitaliza- 
tion.” The four non-English speaking countries with nationals as [ASB members 
account for a further seventeen companies (France four, Germany six, Switzerland 
five and Japan two). Thus, U.K. or U.S. nationality is by inference a desirable 
attribute for IASB membership. Failing this, nationality of a country with major 
multinational companies is fairly desirable. 

A further indicator of nationality related to economic significance is given by 
ranking national gross domestic product, with the U.S.A., Japan, Germany and 
either France or the U.K. in fourth or fifth position, depending on the measure 
adopted (www.oecd.org, 2001). Of the fourteen IASB members, ten are nationals 
of these five countries. 


Knowledge Base and Shared Discourse 

The evolution of accounting standard setting and its outcomes over the past forty 
to fifty years shows increasing interconnection between received theoretical con- 
cepts relating to financial accounting and financial information inputs to models 
of risk assessment and security pricing. The conceptual and general intellectual 


+ The IASC Constitution, Clause 25, enjoins the trustees to ‘ensure that the Board is not dominated 
by any particular constituency or geographical interest’. No criteria were set down for the trustees to 
observe in this regard but presumably the extent of U.S.-based membership was not deemed to be a 
geographical dominance. 


5 Source: Former IASC website, capitalization 1998. 


192 


HARMONIZATION AND DIRECT PARTICIPATION—FRANCE 


platform on which this rests has originated without. significant exception in the 
English-speaking world, the U.S.A. in particular, and is widely shared among English- 
speaking accounting academics and standard setters, to the point of extensive 
common understanding of its discourse, without necessarily common agreement on 
concepts, inferences and policy implications. Thus, the three non-U.K./U:S. English- 
speaking members—from Australia, Canada and South Africa—may as readily share 
in and contribute to this English-speaking discourse as the U.K./U.S. members. 
In other words, the ability of smaller English-speaking countries to participate at a 
conceptual level in international accounting harmonization partly counterbalances 
their relative national economic insignificance compared to the U.K. or U.S.A. 
Thus, thorough understanding of financial accounting concepts primarily conceived 
and expressed in English, as well as related issues of application to harmonization 
and regulation, may be regarded as an essential attribute for direct participation. 


Professional Expertise 

The Big-5/4 public accounting and auditing firms, and their sane antecedent 
firms, have long been active in seeking to contribute to and influence outcomes 
from accounting standard setting, to the point, in certain countries and times, of 
drafting key documents in the process of accounting standard formulation and 
supplying major resources of personnel to the process. Of LASB members, four 
have either ‘been a Big-5/4 firm national technical partner or partner in the tech- 
nical support area. Two of these four, together with a further member, served as 
technical directors of their national professional accounting institutes, a role in 
which they would have continual interchange with national technical partners of 
major firms. 

To summarize thus far as regards attributes for direct participation in inter- 
national accounting harmonization, experience with appointment to the IASB as its 
most significant forum indicates that profound competence is essential in the English- 
language discourse and conceptual framework of accounting and financial disclosure, 
as well as in related domains pertaining to capital markets and corporate disclosure 
strategy. Moreover, the odds for inclusion in the process heavily favour native 
English speakers. Secondly, English-speaking world nationality is highly desirable, 
as carrying with it English-language competence, but more especially U.K. or U.S. 
nationality as a proxy for U.K. and U.S. predominance in the ranks of major 
multinational companies. Thirdly, eligibility for participation is greatly strengthened 
by a career path in a national accounting standard setting body, as technical director 
of a national professional accounting institute or as technical partner in a major firm, 
especially if these elements are interwoven. 


NATIONAL DESIRES FOR DIRECT PARTICIPATION IN 
INTERNATIONAL ACCOUNTING HARMONIZATION 


This section explores why there may be national desires for direct participation in 
international accounting harmonization. As no general statement could apply equally 
to all countries that might be affected by international accounting harmonization 
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outcomes, the argument is necessarily tentative and speculative. The concept of a 
national desire to participate is not restricted for this purpose to any particular 
national institutional forum or arrangement, though it does denote a desire for 
participation by socially or economically significant categories of nationals, rather 
than individuals as such. Thus, desire for participation might be felt by agencies of 
the state, such as regulatory bodies concerned with aspects of companies and 
securities regulation, by elements of the accounting and auditing profession, by 
major companies, or by the national stock exchanges and professional securities 
investment communticy. | 

Considering firstly the nation state and its constituent agencies, globalization on 
so many fronts makes nation state participation in international forums increas- 
ingly common. It has been argued that in an increasingly interconnected world, 
the strength of national sovereignty will be demonstrated more by the extent of 
participation in international forums and globalizing processes than by individual 
sovereign acts without regard to internationally agreed regulations or standards. 
As, however, the IASB operates autonomously, without juridical or political 
authority, a desire by any particular state to achieve IASB membership is not a 
matter on which its government can take direct action, however much it might wish 
to see one of its nationals appointed. 

Nevertheless, a national government might conceivably seek, in concert with the 
bodies or classes of entities from which appointment of IASB members is most 
likely, to position its nationals for appointment or exert pressure to this end behind 
closed doors. Even without a national.government position on IASB membership, 
those bodies and professional groups principally affected by harmonization 
outcomes will most lixely wish to influence the process. These will include national 
standard setters where they exist, institutions of the accounting and auditing 
profession and their members, listed companies to which international accounting 
standards apply or might in the future be applied and, to some degree, the national 
community of financial analysts, fund managers and investors generally. The 
strongest chance for exerting influence on international accounting harmonization 
is assumed to be via IASB membership, with reduced chances for the various 
parties of interest dependent on their possibilities for influencing a fellow national 
appointed as [ASB member or other IASB members. 

The motivation for seeking to influence harmonization outcomes can obviously 
be explained in terms of national pride and self-esteem. More pointedly, it is likely 
to be grounded in belief in the superiority of whatever principles are claimed to 
underlie national standards of financial accounting and disclosure, auditing and 
related regulatory arrangements. For all the circumstances that produced national 
variety in accounting regulation in the first place, attempts to reduce that variety 
are certain to produce contests of principles (observed by Braithwaite and Drahos, 
2000, in all fields of global business regulation examined by them). Many examples 
of this phenomenon in accounting harmonization spring to mind. The effort and 
enthusiasm in the 1970s and early 1980s for substitution of historical by current 
cost accounting (CCA), so marked in the U.K., Australia and New Zealand, was 
not similarly matched in the U.S.A. or Canada, and encountered opposition in 
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Germany. More serious cross-national analysis and comparison at the time of 
divergent national views and circumstances relating to the issue might more readily 
have shown that CCA was not destined.to win the contest of principles involved 
without U.S. commitment (as it did not). The more recent adoption in the English- 
speaking world, in varying measure, of marking-to-market and fair value and attempts 
to apply them internationally have created another as yet unresolved contest of prin- 
ciples, especially with certain Continental European countries for which the concept 
of fair value radically changes received notions, especially among financial institu- 
tions, of risk assessment and disclosure approaches to short-term value fluctuations. 

Loss of contests of principles or failure to be closely identified with principles 
that prevail threatens significant and potentially destabilizing change for the losing 
professional and business communities. Having lost or failed, they are demonstrably 
not the authoritative sources of expertise in understanding or applying the winning 
or prevailing principles. This in turn carries risks of loss of control to those perceived 
as expert. The consequence of the international domination of Anglo-American 
financial accounting standards and approaches is seen in the extent to which 
audit of even non-English-speaking multinationals has more and more passed to 
the Big-5/4 auditing firms.’ More dramatically, the spread of shareholder value- 
added concepts and strategic approaches to creation of value and its measurement 
are having widespread and profound jaa on the market for corporate control, 
even in non-English-speaking countries." 

The composition and responsibilities adopted for the IASB reflect the success of 
certain countries in being accorded a privileged right of participation, as envisaged 
in the LASC Strategy Working Party Report, 1999, as follows: 


The Working Party believes that, in developing International Accounting Standards, [ASC 
should work closely with national standard setters to reach mutual agreement on what is 
the highest quality result. (para. 15) 


Seven (7) of the new Board’s members would be expected to have formal liaison 
- responsibilities with national standard setters who would play a major role in developing 
‘International Accounting Standards and would assist the IASC in achieving convergence 
of accounting standards around high quality solutions. (para. 19(c)) 


The foregoing concept of liaison was duly adopted, IASC Constitution, 2000, Clause 
27, as part of the specification of composition and responsibilities of the board 
(Clauses 23-37). As required, the trustees appointed seven members as official 


See Tweedie and Whittington (1984), for comparative analysis of responses in the countries cited to 
the issue of current cost accounting. Pong and Whittington (1996) describe the demise of CCA in the 
private sector in Anglo-American countries in the 1980s. 


7 For example, the Accountancy 2001 survey shows that all FISE 100 companies were audited by Big- 
5/4 auditing firms and of the FTSE 250 companies, only fifteen were audited by other than Big-5/4 
‘auditing firms (Accountancy On-line, www.accountacymag.co.uk). 


8 See, for example, Commission des Opérations de Bourse, Recommandation No. 2001-01 relin à la 
communication des émetteurs sur la création de valeur actionnariale, which surveys and presents 
guidelines for reporting by listed French companies of measures of value added. All the methodo- 
logies surveyed originated in the English-speaking world, primarily in the U.S.A. 
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liaisons to national bodies and in the same announcement stated the countries with 
formal liaisons as Australia and New Zealand taken together, Canada, France, 
Germany, Japan, U.S.A. and U.K. In comparison, the principle of geographical 
balance, adopted for selection of the nineteen trustees (six to be appointed from 
North America, six from Europe, four from the Asia/Pacific region and a further 
three from any area, subject to establishing overall geographical balance) (Clause 
9), was specifically rejected as a selection criterion for board members (Clause 25). 
The Constitution further provides that commencing three years after its coming 
into effect (therefore, in 2003), the trustees are to undertake a review of the entire 
structure of [ASB and its effectiveness, such review to include consideration of 
changing the geographical distribution of trustees (Clause 22(b)). There is no 
specific provision for reconsideration of the liaison principle or designation of the 
countries with formal liaisons, though presumably this could be addressed as part 
of a review of the entire structure. It thus appears from the outset that the seven 
designated countries with formal liaison have been accorded a privileged participa- 
tion status that seems unlikely to change, short of some major upheaval relating to 
IASB as a whole. 


KEY ELEMENTS OF CAPACITY FOR PARTICIPATION IN 
INTERNATIONAL ACCOUNTING HARMONIZATION, ILLUSTRATED 
BY REFERENCE TO FRANCE 


In this section, key elements of capacity for direct participation in international 
accounting harmonization are examined and illustrated with France as a test case, 
based on the identification of essential and desirable attributes established above. 


Language and Communication 

The emergence of English-language competence at a profound level of conceptual 
understanding as an essential attribute for participation in international accounting 
harmonization arguably poses a particular problem for France. This arises from 
deep cultural belief in the world importance of the French language, reflected in 
the persistent official position and actions of the state to oppose the spread of 
usage of English within France where deemed inimical to French language usage, 
to insist on usage of French wherever possible in international forums and to — 
propagate its use internationally. 

The French accounting standard setting body, the Conseil National de la 
Comptabilité (CNC), is the French body with which IASB will be in liaison for 
purposes set out by the IASC Constitution. This has in fact been the unofficial 
position for some years past, especially following adoption of the EU Seventh 
Directive which for the first time created a real need for France to be aware of 
international accounting standards concerning consolidated accounts and to con- 
sider their de facto adoption by French major companies seeking securities listing 
outside France. The CNC operates administratively and for budgetary purposes 
within the Ministry of the Economy, Finance and Industry. It has neither effective 
autonomy nor regulatory authority. The accounting law reform of 1998 established 
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a related entity, the Comité de la Réglementation Comptable (CRC; Accounting 
Regulation Committee), which operates using staff and resources of the CNC and 
is charged with adoption of accounting regulations following CNC recommendations 
or statements of best practice (CNCC and OEC, 2001). 

Although some executive and technical CNC staff members have a degree of 
English language competence, the CNC has not been in a position from its internal 
resources to originate documents in English dealing with accounting issues of 
conceptual complexity and has only in recént times begun to develop or acquire 
high-level English-language competence through staff development or recruitment. 
Given that its interaction with [ASC/IASB has had to be conducted in English, the 
CNC has on many occasions been reliant on access to English-language competence 
elsewhere, for example, within Big-5/4 firms in France. 


Membership of Epistemic Communities 

The CNC may be regarded as the national standard setting body of longest stand- 
ing, originally established in 1947 as the Conseil Supérieur de la Comptabilité and 
renamed as at present in 1957, without significant change to its remit. Over many 
years, the CNC has been active in the international arena, principally to propagate 
the core and distinctive French approach to financial accounting regulation through 
imposition of a detailed national accounting code (Standish, 1997). A broadly 
similar approach has been adopted within the EU by Belgium, Greece and Spain, 
leading in the case of Spain to sustained interaction through a standing Franco- 
Spanish Commission. Further afield, the CNC has long been involved with 
Francophone countries of Africa, advising on development of national accounting 
codes, as well in recent years with former Communist countries, especially Roma- 
nia and Vietnam. None of these countries, however, is internationally significant 
from the viewpoint of developed capital markets or institutions of the accounting 
and auditing profession, and none of them has nationals included in the LASB 
trustees, let alone on IASB. In other words, though its international involvements 
have placed the CNC within international epistemic communities concerned with 
raising accounting standards, often in the role of prime mover and leader, the 
communities in question, omitting France as such, have no evident influence on 
high-level international accounting harmonization. 

The French accounting and auditing profession was a founding member of IASC 
in 1973 and has consistently participated in the community that evolved to support 
and conduct the IASC process, with a French national, Georges Barthès de Ruyter, 
as IASC Chairman from 1987 to 1989. The same person was appointed president 
of the reconstituted CNC, as part of the accounting law reform process of 1998. As 
the first CNC president to be neither a current nor retired French civil servant, but 
with senior experience in a Big-5/4 firm, this pointed the way whereby France was 
now well-positioned to take advantage of long-standing involvement of its profes- 
sional institutions in the IASC epistemic community and involvement of the CNC 
with other EU, European and Francophone countries. 

Fruitful involvement in any wider international epistemic community requires 
accommodation between dominant values of its constituent members and those 
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TABLE 3 


COMPARISON OF KEY CNC AND IASB STRUCTURAL AND 


OPERATIONAL INDICATORS 
Indicator CNC IASB 
Relationship to the state Agency of the Ministry of No defined relationship to any 
or states Economics, Finance and international treaty organization 
Industry 
Membership Largely comprises Appointed primarily on the 
representation of designated basis of technical expertise in 
interests of state and non-public accordance with LASC 
sector constituencies Constitution, Clause 24 
Public sector members Substantial representation No representation 
Funding Solely from government Private sector 
Technical staff Mostly civil servants Not civil servants 
Meetings open to the public No Yes 


that emerge in the international forum. The CNC as a standard setting body oper- 
ates in a manner substantially different from IASC to date or from the expected 
future operation of the LASB, as indicated in Table 3. 

Given the general similarity in objectives, structure, process and nature of 
outcomes of national standard setters in the English-speaking world, it might be 
supposed that French involvement with the IASC/LASB would stimulate consid- 
eration of the merits of modelling the CNC so as to function in a manner more 
closely resembling that of its English-speaking world counterparts. Following the 
accounting law reform of 1998, it was apparent that the new CNC president, well 
versed in [ASC procedure, wished to move in this direction. Major shifts toward a 
more autonomous and flexible process, especially if this implied financial autonomy 
and managerial discretion in recruitment of expertise from a wider field outside 
the French civil service, would inevitably have been problematic. In the event and 
following increasing tension over these issues, the president resigned in 2000, part 
way through a renewable six-year term, but without these basic issues of organiza- 
tional structure and process seriously reappraised or modified.’ His successor, a 
rétired former Big-5/4 managing partner appointed in 2001, had not previously 
participated in French or international accounting standard setting. 

A particular consequence of the relative English language incapacity of the 
CNC, together with its own lack of direct experience of engagement with standard 
setters outside the French-speaking world, was that the CNC would have been 
unable, for example, to participate in the former G4+1 forum, which played an 
important role in enabling the standard setting bodies from Australia + New Zea- 
land, Canada, U.K. and U.S.A. to work more closely together with IASC, thereby 
sharing conceptual ideas and discourse. It was observed that the growing importance 


? The background to the resignation, tracing these issues, was dealt with immediately afterwards in an 
article, ‘Le président du Conseil national de la comptabilité sur le départ’, La Tribune, 5 July 2000. 
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of the G4+1 as a source of coordinated input to IASC provoked uneasy sentiments 
outside the English-speaking world, for example, in debates during proceedings of 
the CNC. Associated with this was the attempt to create a somewhat parallel EU 
grouping, to include the CNC, an attempt without observable influence on LASC 
or international accounting harmonization. 


National Economic Significance 

Composition of the IASB indicates that national economic significance is a desir- 
able but not determining factor for appointment. As one of the first half-dozen 
countries by gross domestic product (GDP), France was in that regard well placed, 
though for comparison similar GDP ranking was insufficient for Italy. 


Knowledge Base and Shared Discourse 

From experience in the English-speaking world, the possibility of a nation readily 
participating in and contributing to the knowledge base and shared discourse domin- 
ant in international accounting harmonization depends in the first instance on 
emergence of academic inputs able to command attention and on their acceptance 
to an appropriate degree in the wider national community of the accounting and 
auditing profession and capital markets. Academic inputs crucial for this pur- 
pose are in the nature of deductive conceptualization regarding the purposes and 
function of financial accounting and reporting, and empirically grounded investiga- 
tion of the information value of reported financial information. These inputs are 
described as academic, not because they are uniquely the preserve of academics, 
but because the history of accounting standard setting shows the comparative 
advantage held by academics, or by standard setters who were formerly academics, 
in providing inputs to the construction of conceptual frameworks and early develop- 
ment stages of conceptually complex standards. 

The importance of these inputs lies in their role in constructing what may then 
become a shared discourse between parties with divergent interests, without which 
negotiations or conflict over standards can only be settled by coercion. Stated 
another way, the construction of a shared discourse provides otherwise weaker 
parties with the prospect of gaining acceptance for their viewpoint through appeals 
to more powerful argument as a counterbalance to lack of coercive power. While 
emergence of academic inputs derives ultimately from individuals, the experience 
of accounting standard setting suggests that the likelihood of particular inputs gaining 
acceptance is conditional on contributions by individuals achieving a critical aS 
of acceptance by their wider national academic and professional community.” 

In the case of France, there were significant academic inputs in the 1940s with 
influence on the development and adoption of the French national accounting 


‘0 An example is seen in the history of current cost accounting in the U.K. adoption of a framework 
for current cost accounting as the accounting standard SSAP 16 was only possible because of the 
emergence of support or advocacy from a group of prominent academics. That SSAP 16 was not 
adopted as a mandatory standard and was ultimately discarded altogether reflected the failure of 
academic opinion to prevail in a climate of widespread professional ignorance of, disinterest in and 

_ open hostility to academic theorizing on the subject. 
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code, the Plan comptable général (PCG; Standish, 1990). The relevant community 
of academics .at the time was numerically small but certain members were well 
placed to gain acceptance for their views in the accounting profession and key 
agencies of the state. Their concerns and contributions primarily addressed issues 
of accounting transaction classification, with little attention to concepts of valu- 
ation and none to empirical testing of information value. Moreover, these academic 
inputs were primarily intended to assist the state in its role as prime mover in post- 
war economic reconstruction. Not surprisingly, development of the PCG was quickly 
subjugated to the interests of the state, which imposed markedly different charac- 
teristics on its construction and institutional framework from those that concurrently 
emerged in the English-speaking world to deal with accounting standard setting 
(Colasse and Standish, 2000, forthcoming). Subsequent regulatory adoption of the 
PCG both for commercial and tax accounting, and the evident difficulty of achiev- 
ing significant revision to the PCG or reconsideration of its underlying objectives, 
have tended to ossify French academic consideration of the domain of financial 
accounting. 

As a consequence, the French academic accounting community remains largely 
uninvolved with international accounting research and its dissemination. As 
an indicator, Table 4 compares French academic presentation of papers at the 
European Accounting Association (EAA) Congress, 2001, with that of selected 
other EU countries, namely Finland, Germany, Italy, Netherlands, Spain, Sweden 
and the U.K. This comparison is pertinent given the role of the EAA Congress 
as the most inclusive and best known forum for early dissemination of European 
accounting research, ahead of publication. At the same time, it is a refereed forum 
with a significant rejection rate for presentation proposals and operates with the 
requirement that all papers be written and presented in English. Congress papers 
are grouped each year by standardized themes, from which a selection is made in 
Table 4. As there were papers from other EU countries and on themes other than 
those listed in the table, row and column totals are for total Congress EU paper 
presentations, not for selected themes and countries. 

The data in Table 4 support the following observations: 


e There were no French papers under the theme of accounting and capital markets, 
though this is the primary area for empirical research related to accounting 
standard setting and decision usefulness of financial statements to investors. 

e Although the PCG is a national design for an accounting information system, 

raising many questions about system design both at individual entity level and 

at national level, there were no French papers under this theme. 

Under the themes of accounting and capital markets, accounting theory, auditing, 

financial reporting and international accounting, all of key relevance to account- 

ing standard setting, there were three French out of sixty-five EU papers, though 
in contrast, two of the nine papers on international accounting were from French 
academics. 


Table 4 highlights the significance of English-language as a factor in paper pre- 
sentation. Including data for the other EU countries in addition to those shown in 
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TABLE 4 


' COMPARISON WITH SELECTED EU COUNTRIES OF FRENCH ACADEMIC 
PRESENTATION OF PAPERS AT THE EUROPEAN ACCOUNTING ASSOCIATION 
| _ CONGRESS, 2001 


Theme Fra Fin Ger Ita Net Spa Swe U.K. EU. 
Accounting and capital markets 0 0 1 0 1 3 0 i 7 
Accounting and strategy L 0 0 1 2 0 4 1 9 
Accounting information systems 0 0 1 0 1 3 0 1 7 
Accounting theory 0 1 1 1 0 1 2 2 8 
Auditing m £ igo zg 8 21 
Corporate governance 0 0 0 0 1 0 0 3 5 
Financial reporting w 2. 2 2. 3 2 cs 26 
International accounting 2 0 2 1 1 2 0 1 9 
Management accounting 4 4 2 0 8 2 6 fi 37 
Public sector and non-profit accounting 1 1 1 1 2 1 4 4 18 

11 14 7 22 26 25 49 201 


Total per country (all papers) ‘10 


the table, there were 52 U.K. and Irish papers in the total of 201, and a further 78 
from Denmark, Finland, Germany, Netherlands and Sweden, all countries with 
strong command of English in their academic accounting communities. Neverthe- 
less, the comparison between France and Spain is instructive, with a total 10 French 
_and 26 Spanish papers, including 3 French and 12 Spanish papers from the themes 
identified above as of particular relevance to accounting standard setting. The 
results for Spain confirm the rapid emergence of Spanish accounting research at an 
international level from a starting position within recent years of limited English- 
language competence: for this purpose ang little interest in- research thémes of 
international significance. 

Within France, it is not evident that academic accounting has yet attained signific- 
ant wider professional or regulatory influence. The institutions of the accounting 
and auditing profession, the Compagnie Nationale des Commissaires aux Comptes 
and the Ordre des Experts-Comptables, provide scant academic accounting re- 
source support and show little interest in French accounting research outcomes. 
Indeed, the professional bodies have continued to undertake large conceptualization 
projects without significant academic input. CNC membership has from its origin 
included persons appointed for personal standing in the field of accounting, a 
category which has always included one or more academics, but CNC proceedings 
and outcomes have been far. more influenced by non-academic interests, notably 
the tax administration, major companies and, more recently, the accounting and 


il See, for example, the conceptual framework for accounting proposed by a professional committee 


(Cailliau, 1996) and its subsequent comprehensive academic criticism (Colasse, 1996). 
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auditing profession (Standish, 1997, Ch. 4)..Thus at present and for the foreseeable 
future, France is unable to match the concentrations of relevant academic, expertise 
present.in those English-speaking countries with long experience of accounting 
standard setting represented by nationals on the IASB. 


Professional Expertise 

A crucial further element in national capacity for direct participation in inter- 
national accounting harmonization is the emergence of relevant expertise in the 
accounting and auditing profession. In the English-speaking world, this has par- 
ticularly been associated with concentration of supply of audit to major listed 
companies, to the point where this market is dominated by the Big-5/4 firms. These 
firms, with their characteristic audit client base of major listed companies, are 
particularly well placed to assess regulatory consequences of accounting stand- 
ards for their clients and to observe client strategies and tactics in response. If aca- 
demics have comparative advantage in conceptualization, the major audit firms 
have advantage in understanding market reaction to standards. The combination 
of these two advantages is highly.important for building capacity to contribute to 
accounting standard setting and associated regulation. Natural bridges for bringing 
the two together occur through substantial recruitment by the major firms of terti- 
ary graduates and more particularly through linkages between academe and major 
firm technical support functions, creating the conditions for a shared awareness 
between academics and practitioners of conceptual frameworks, empirical findings 
and regulatory issues. 

In France, the pathway taken to develop and impose accounting standardiza- 
tion through the PCG produced a rigid framework requiring close attention to 
classificatory issues for its application. Its presentation conventions and associated 
accumulated investment of human capital in skills acquisition and educational sys- 
tems for its propagation have made it conceptually and technically difficult for 
France to move to general adoption of IFRS or any other foreign standards such as 
US. generally accepted accounting principles (GAAP; a particular illustration of 
the argument in Licht, 1999, p. 102). This state of affairs initially inhibited penetra- 
tion in France by Anglo-American accounting approaches and strengthened indi- 
genous opposition to foreign influences. As far as can be seen, this has substantially 
abated, with Big-5/4 firms now prominent as appointed statutory auditors to major 
companies.’ Concomitantly, the technical support needs of major audit firms, 
whether Big-5/4 or indigenous, are strengthening the links between firms and terti- 
ary educational institutions that serve as sources of graduate recruitment. It is less 
evident, however, that the major audit firms are directly interesting themselves in 
French academic research inputs of possible relevance to issues of accounting 
standards. Meantime, the PCG remains applicable to individual accounts of 
commercial entities, requiring sustained technical mastery of its details and hence 


2 French law requires listed companies to make a joint appointment of statutory auditors. Hence, in 
the case of major companies, Big-5/4 firms aac share the appointment with a major indigen- 
ous French audit firm. 


202 


HARMONIZATION AND DIRECT PARTICIPATION—FRANCE 


constitutes a diversion of professional expertise from a focus on international 
accounting standards and practices, notwithstanding that IFRS will apply as from 
2006 to listed company consolidated accounts, subject to certain conditions (EU 
Regulation [EC] No. 1606/2002; see also, ‘Coercion and Forum Shifting’ below). 


Summary of Key Elements for French Direct Participation in ashi 
Accounting Harmonization 

Assessment of the key elements of French ‘capacity for direct participation in 
international accounting harmonization shows that the strongest French card, 
relative to [ASC Coe and IASB appointment, was the existence and 
operation of the CNC. 

The CNC has long’ been active internationally, though not directly in the 
English-speaking world. Nevertheless, adoption of the EU Seventh Directive for 
the first time forced the CNC, the French accounting and auditing profession, and 
listed companies to take serious note of foreign standards relating to consolid- 
ated accounts and connected issues such as currency translation, and to develop 
and express positions on these issues for participation in international accounting 
forums. ‘For this purpose, the CNC has from time to time supplemented its own 
limited in-house English-language capacity by recourse to Big-5/4 firms in France. 
As well, both the immediate past and current CNC presidents were previously 
senior partners in Big-5/4 firms, one with extensive participation in international 
harmonization and both with English-language competence. Finally, France con- 
sistently ranks among the top half-dozen countries by national income and has a 
growing extent of relevant expertise in the major audit firms, whether Big-5/4 or 
indigenous. 

Against this, elements of difficulty for sustained participation by France: in 
international accounting harmonization are the relatively thin spread of English- 
language competence in the conceptual discourse of accounting standard setting 
and the relative paucity of French academic inputs to conceptualization projects 
compared with the English-speaking world. These factors mean that France has‘a 
restricted pool of potential IASB appointees to draw upon” and that the limited 
intellectual platform from which it might derive conceptual inputs for international 
accounting harmonization makes France more likely to play the role of a follower, 
rather than leader, in driving the IASB process. 


POLICY ISSUES TO BE ADDRESSED FOR DIRECT NATIONAL 
PARTICIPATION IN INTERNATIONAL ACCOUNTING 
HARMONIZATION 


In this section, consideration is given to policy issues ‘to be addressed for effective 
national participation in international accounting harmonization. Effective parti- 
cipation is taken to mean actions leading to involvement and influence on actual 


3 It is believed that although the IASC trustees reviewed over 200 candidates for IASB positions, 
there was only one French candidate, namely the person subsequently appointed. 
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development and adoption of IFRS. In addition to effective participation, con- 
sideration is also given to actions that may be intended to prevent or obstruct the 
‘development and adoption of IFRS. Depending on the interplay within a given 
country of parties interested in the international standard setting process and its 
outcomes, a given issue might be more appropriately addressed by government, 
the national standard setter, where one exists, the accounting and auditing profes- 
sion, or other interested parties. Moreover, national participation is for this pur- 
pose enlarged to include groupings of nations, such as with the grouping of Australia 
and New Zealand for [ASB liaison purposes or, as is set to happen, with the EU 
for purposes of applying. IFRS to EU listed companies. The argument draws on 
analysis of global business regulation ‘(Braithwaite and Drahos, 2000), further 
interpreted in light of factors particular to international accounting harmonization 
identified above. 

Possibilities for national participation relate to desires and actions that indi- 
vidual nations or groupings of nations may take to advance their interests. They 
also relate to the position under the IASC Constitution, whereby no country has of 
right any direct mode of participation in the IASB process, and to the strategy 
proposed for IASB, as follows: ‘To provide an international organization that will 
enable the achievement of [ASC’s stated objectives by acting as a leader in finding 
the best accounting solutions and facilitating convergence of accounting standards 
internationally through working together with national standard setters’ (IASC 
Strategy Working Party, 1999, para. 11). 

As noted, this strategy has in a sense been formalized through appointment of 
seven IASB members as official liaisons to eight designated countries. Reasons for 
selection of the designated countries have not been publicly stated by IASB, nor is 
it publicly known when the designation decision. was taken. At one level, inclusion 
of U.S.A. and.the U.K., and probably France, Germany and Japan, is an obvious 
reflection of Realpolitik. Inclusion of Australia and New Zealand together and 
Canada is less obviously explicable in such terms. Moreover, designation of coun- 
. tries to match the constitutionally required seven liaison members precluded other 
countries and must create expectations about constraints on future possibilities of 
changing the list of designations. Apart from the foregoing, participation is seen as 
related to the choices open to individual countries to participate in market-driven 
convergence toward adoption of IFRS (Strategy Working Party, 1999, para. 13). 

The following considerations are expressed generally in regard to participation 
and are therefore not contingent on whether or not a given country has been 
designated for official liaison purposes. In other words, each of the following issues 
is for individual nations or their relevant constituent professional interest groups to 
address, though obviously capacity to take action on particular issues will vary 
greatly, depending on whether a given country has an official liaison or exhibits other 
national attributes essential or desirable for participation in the [ASB process. 


Actors 
The actors directly involved in international accounting standard setting, namely 
IASB members, may be expected to reflect some mix of personal convictions and 
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influences grounded in national attitudes and lobbying by national groups, such as 
particular classes of enterprises or other interest groups, for example, international 
audit firms. In turn, the members may be expected to build support within the 
constituencies to which they mest readily relate for the work of IASB and in 
particular for adoption of IFRS, a role formalized in the case of the seven official 
liaisons to national bodies. National participation will most readily operate through 
IASB membership of a national citizen. Failing this, it will depend on the effective- 
ness of interest groups in making their case to-[ASB as such or through particular 
members. Nations without a national as [ASB member, and in particular those 
countries not accorded formal liaison, would need, if they wished in future to 
achieve that status, to address whether they have effective capacity to achieve and 
sustain significant involvement in the international.community of standard setters 
through actors of perceived standing, as well as the measures needed to achieve 
that capacity. 


Contests of Principles 

The evolution of international accounting harmonization shows the process ¢ as 
marked by contests of accounting principles, a feature that may be expected to 
continue and even intensify. These have particularly centred on issues of transpar- 
ency, for example, in relation to the practice of hidden reserves; timeliness, for 
example, in relation to frequency of accounting for value fluctuations; comprehens- 
iveness, for example, in relation to off-balance sheet commitments; and account- 
ing value recognition, for example, in relation to goodwill and other intangibles. 
More fundamentally, it might be said that contests of principles experienced in 
international accounting harmonization turn in many cases on substantially differing 
national attitudes and practices in regard to corporate governance, especially as 
regards listed companies, and on arrangements concerning the degree of connection 
between commercial and tax accounting. 

These contests have come increasingly to be settled within an averai accounting 
standard setting culture and discourse of continuous improvement and best avail- 
able practice. They have been less and less driven by search for the lowest common 
denominator, as arguably the LASB process has become more robust in its deter- 
mination to reduce the range of permissible optional accounting treatments. In 
staking out positions on accounting. principles, national actors therefore need to 
understand the dominant cultural values and discursive practices of the IASB 
process within which their preferences need to be expressed. 

In addition to the issue of accounting principles, there are structural principles. 
IASB is constituted on a fundamentally technocratic view of its mission, as follows: 
‘The foremost qualification for membership of the Board shall be ae exper- 
tise’ (IASC Constitution, 2000, Clause 24). 

Allied to this is its view about the best way to draw on technical expertise in 
designated countries. As the IASB structural principles do not have political 
or social legitimacy, it will be surprising if they are not in future challenged, 
particularly in relation to the narrowly based national EOmposion of IASB 
membership. 
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Moreover, the issue of the principles to which technical or other expertise is to 
be applied is in itself potentially contentious. The IASC Constitution states as 
its first objective: “To develop, in the public interest, a single set of high quality, 
understandable and enforceable global accounting standards . . . to help participants 
in the world’s capital markets and other users make economic decisions’ {IASC 
Constitution, 2000, Clause 2(a)). 

It may be assumed that reference to other users is little more than a gesture to 
those who would wish accounting standards to serve wider interests than are attrib- 
uted to capital market participants. But concern about performance of multi- 
national companies, in particular, demonstrably shapes political and social attitudes 
far beyond those directly connected with capital markets, as protests regarding the 
World Trade Organization and Davos World Economic Forum show. There are 
many performance attributes potentially reportable by companies that could be 
brought within the scope of standardization and regulation, in addition to those in 
existing IAS/IFRS or most national legislation, for instance relating to employ- 
ment and environmental practices or commercial involvement in what are deemed 
socially unacceptable practices. It will be surprising if issues relating more to 
non-financial performance measures and externalities to the entity do not give rise 
to contests of principles regarding [ASB objectives and agenda. 


Coercion and Forum Shifting 

As with other examples of international harmonization and regulation, IASB is 
subject to possibilities of coercion and forum shifting. The sole individual country 
in a practical position to coerce IASB in relation to its process and outcomes is 
probably the U.S.A. and, indeed, the restructured IASB and related arrangements 
reflect a significant degree of U.S. coercion. The EU might come to have potential 
for coercive power in relation to IASB, as for example it does in world trade 
disputes, but in the field of accounting and capital markets it is at present insuffi- 
ciently organized and coordinated for this. 

Of importance to the future of IASB and effectiveness of its outcomes is the 
potential for forum shifting. In relation to LASC efforts prior to establishment, of 
the IASB to gain endorsement of IAS by the International Organization of Secur- 
ities Commissions (IOSCO), with the crucial aspect of the possible attitude of the 
U.S. Securities and Exchange Commission (SEC), it seems plausible to. interpret 
American actions as at times consistent with a wish or even strategy to shift control 
over international accounting standard setting effectively to the U.S. Financial 
Accounting Standards Board (FASB). 4 The attractions for non-U.S. multinational 
companies of U.S. security market listing have been SO powerful of recent years as 
to induce increasing adoption of U.S. GAAP, even by companies incorporated in 
countries, notably Germany, which formerly exhibited discomfort with or rooted 


14 See, for example, the FASB (1999) critique on similarities and differences between LAS and U.S. 
GAAP. At one level, this might merely be regarded as an exercise in technical analysis. At another 
level, it may have been intended to raise an insurmountable barrier to endorsement of JAS by the 
U.S. SEC. 
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Opposition to any modification of their native accounting principles. As the cost to 
a multinational group of making any radical change to the basis for consolidation is 
presumably substantial, involving creation of a new internal accounting culture and 
differently measured set of management performance targets, the inference may 
be drawn that companies taking this course of action hoped-to see the emergence 
of a critical mass of leading non-U.S. multinationals sufficient to drain away the 
case for mandated imposition of IFRS by the EU or a significant role for the TASB 
independently of FASB. ' 

Another indication of potential forum shifting arises from the AE Com- 
mission proposed endorsement mechanism to determine the applicability of IFRS, 
having regard to the requirement that they be compatible with EU law relating to 
financial disclosure by companies (Commission of the European Communities, 
2000 and EU Regulation [EC] No. 1606/2002). The mechanism will be a two-tier 
structure combining the Accounting Regulatory Committee of EU member states 
representatives and an accounting technical committee established as a private- 
sector initiative, named the European Financial Reporting Advisory Group 
(EFRAG), comprising the main actors interested in financial reporting, including 
users, preparers, the accounting profession, an academic and national standard 
setters.” This mechanism is significant in two respects. First, it specifically reinstates 
a European nation state role in the approval of IFRS for application in the EU. 
Second, it creates in the EU Accounting Regulatory Committee and EFRAG two 
poles of direct influence on the endorsement process, capable in turn of being 
lobbied by national interest groups through political channels in the one case and 
professional and business channels in the second.” 

Thus, interested parties in international accounting harmonization and the IASC 
process in particular may seek, if within their capacity, either an occasion to coerce 
the [ASB or, as a way of gaining leverage otherwise unattainable, to shift effective 
consideration of IFRS to a different forum. 


Capacity Building for Participation in International Accounting Harmonization 
Less dramatic and risky than possibilities of coercion or forum shifting are measures 
that individual nations may take to enhance capacity for participation in inter- 

national accounting harmonization, and the LASB process in panera The most 
obvious are: 


Establish a National Accounting Standard Setting Process Countries without. a 
prior recognized accounting standard setter are, on the evidence of LASB appoint- 
ment, highly unlikely to have a national appointed to IASB, unless their interna- 
tional financial significance is accepted as so great as to outweigh this consideration 
(Japan being the only example to date). Having a standard setter, however, does 


Appointed June 2001 (see www.iasb.org.uk for details). 
Given the ongoing tension within the EU over the relative extent to which it exists to’ pursue 


economic or social objectives (Dougan, 2000), it cannot be assumed that high-level political resolu- 
tions for development of the EU single market in financial services would necessarily prevail. 
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not of itself guarantee IASB liaison status or appointment of a national.” The 
scale of resource commitment required for this step may seem to rule out most 
countries, though notably it has not ruled out New Zealand. Encouraging more 
countries or country groups to establish recognized standard setters might seem 
perverse, given the IASB objective to reduce accounting variety. On the other 
hand, many countries find for domestic reasons that they need to address con- 
ceptual framework and particular accounting issues not on the IASB agenda (as 
advocated for France in Barthés de Ruyter et al., 2000). As well, the existence of 
a setter, on the experience of those countries with such bodies, acts as a powerful 
trigger for mobilizing intellectual and technical resources, raising consciousness of 
what is at stake and what is proposed, while at the same time providing impetus for 
standard setting to be moved away from bodies such as tax administrations that 
have an agenda at odds with IFRS and lack expertise to operate in an arena with 
major international ramifications. An obvious way to approach establishment of a 
national standard setter is to use other existing standard setting bodies as models 
for structure and process. Thus, the Australian and U.K. standard setting bodies 
have been modelled in many respects on the U.S. FASB, as has now the LASB, and 
even at a very late stage in the day prior to establishment of IASB was the Deustches 
Rechnungslegungs Standards Committee (German Accounting Standards Board). 


Develop Capacity to Address Complex Accounting Issues in English Language The 
issue of language is so evidently controversial that developing capacity to address 
and conduct discourse in complex issues in English language may be too unpalat- 
able for some nations to consider. Without English-language capacity, particular 
countries will find it difficult to participate. 


Become Closely Invoived in the Relevant Epistemic Community of Standard Setters 
Although France does not have extensive professional capacity to address complex 
financial accounting and reporting issues in English language, it established an 
early pattern of close involvement in the IASC process. For this, it was sufficient 
over the years to be able to field a limited number of individuals with English- 
language competence and other desirable attributes. The important lesson for other 
non-English-speaking countries to consider is how France has sustained a consistent 
high-level involvement. A model for what more specifically they might seek to 
achieve is given in recent Australian proposals (Australian Accounting Standards 
Board, 2001). 


Encourage Development of the Knowledge Base and Sharing of Discourse Effective 
participation in the IASB process requires ability to share in discourse based 
on dominant accounting principles. Arguments that nakedly assert or only thinly 
disguise the priorities of sectional interest groups appear to be less successful, 
unless they can be coupled with threats of coercion or forum shifting, as has 
happened in the U.S.A. when FASB proposals have been thwarted through 


7 Within the EU, for example, standard setting bodies exist in The Netherlands, Spain and Sweden, in 
addition to France, Germany and the U.K. (www.europa.eu.int/comm/internal_market). 
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Congressional lobbying. Short of such extreme measures, a more fruitful approach 
is to master the conceptual apparatus and discourse pertinent to the process. Among 
other aspects, experience indicates that this requires the emergence of a sufficiently 
strong academic community, as well as indigenous technical expertise within the 
accounting and auditing profession. 


CONCLUSION 


National capacity for direct participation in international accounting harmonization 
in a globalizing world presents opportunities and obstacles. Unless a country turns 
its back completely on interaction. by its corporate and financial services sectors 
with international capital markets, it has no choice but to develop accounting 
regulation significantly related to the outcomes of international accounting har- 
monization. Either it accepts those outcomes passively or it seeks to participate 
effectively in the harmonization process. Entry to that process imposes significant 
costs, in terms of mobilizing requisite intellectual and technical resources. Those 
costs may alternatively be regarded as an essential investment in financial modern- 
ity and ability to play a national role in the world’s financial councils and system. 
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This study focuses on the independence of boards of directors and their monitor- 
ing committees (audit and compensation)’ for 109 large Australian companies whose 
boards have chosen to use a committee structure. Committees represent a mechan- 
ism for companies to organise their boards such that they make effective use of 
directors’ time (which is limited, especially for non-executive directors). In Australia, 
the Bosch Committee has recommended that boards be comprised of a majority 
of independent, non-executive directors.” Pease and McMillan (1993) specifically 
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Independence 


This study focuses on the composition of boards of directors and.their 
monitoring committees (audit and compensation) for large Australian 
companies. For firms whose boards use a committee structure, much of the 
monitoring responsibility of the board is expected to rest with the inde- 
pendent committee members. We document a positive association between 
the proportion of independent directors on the full board and its monitor- 
ing committees, and a greater proportion of independent directors on both 
audit and compensation committees than the full board. Our hypotheses 
tests involve an examination of the impact of other mechanisms used to 
control agency conflicts on full board and committee independence, and the 
associdtion between this independence and firm value. We find that full board 
independence is associated with low management ownership and an absence 
of substantial shareholders. Audit committee independence is associated 
with reduced monitoring by debtholders when leverage is low. While we 
predict a positive relationship between board and monitoring committee 
independence and firm value, our results do not support this conjecture. 


Key words: Agency costs; Audit; Boards of directors; Committees; Com- 
pensation; Corporate governance. 


Monitoring committees are one of two generic committee types identified by Harrison (1987). The 
other generic type relates to management support or operating committees. While nominations 
committees may also be considered as monitoring committees, this type of committee does not have 
a distinct monitoring function and is therefore not included in our study. 


The Australian Investment Managers’ Association (AIMA) in its Corporate Governance Guidelines 
has espoused similar views. Overseas, the importance of independence on boards has been rein- 
forced by the Blue Ribbon Report in the U.S. and by the Cadbury Committee on the Financial 
Aspects of Corporate Governance in Britain. 
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highlight the importence of director independence during the audit process and 
executive remuneration determinations; the two key functions of monitoring com- 
mittees investigated in our study. Independent. non-executive directors are regarded 
as being in a better position than non-independent directors to effectively monitor 
executive management (Stapledon and Lawrence, 1997). Their independence allows 
them to provide objective assessments of firm actions and to ensure that there are 
adequate ‘checks and balances’ on managerial behaviour (Vance, 1983). 

We have chosen the Australian institutional setting to examine the issue of 
board and monitoring committee independence. In contrast to the. U.S., where 
companies listed on the New York Stock Exchange are required to have an audit 
committee formed entirely of independent directors (Klein, 1998), the formation 
and composition of audit and compensation committees remain essentially unregu- 
lated in Australia. Accordingly, our measures of audit committee independence 
exhibit considerably greater variation than that found in related studies undertaken 
in the U.S. For example, Klein (2002) reports that only 1.4 per cent of directors in 
her sample of S&P 500 firm audit committees are insiders, while 79.6 per cent are 
outsiders and 19 per cent are affiliates. 

Our research contributes to the corporate governance literature by responding 
to-recent calls for empirical investigation of board committees (Gales and Kesner, 
1994; Dalton et al., 1998). Our examination of the relation between full board and 
both audit and compensation committee independence provides evidence of strong 
positive associations, and shows that the independence of monitoring committees 
tends to be higher than that of full boards of directors. 

We examine the impact of other mechanisms that can be used to control agency 
conflicts on board and monitoring committee independence. Bathala and Rao (1995) 
hypothesize and find that firms choose an optimal board composition depending 
upon the other monitoring mechanisms employed. We extend their analysis to the 
composition of monitoring committees. Our results indicate that low management 
ownership and an absence of substantial shareholders are compensated for with 
greater board independence, while reduced monitoring by debt-holders when 
leverage is low is compensated for with increased audit committee independence. 

Finally, we examine the impact of independence on board and committee effect- 
iveness by reference to firm value. Agency theory suggests a positive relation 
between effective monitoring of management and firm value, due to reduced costs 
of dysfunctional behaviour (Jensen and Meckling, 1976). However, we do not find 
a significant association between either full board or monitoring committee inde- 
pendence and firm value. 


THEORY AND HYPOTHESES 


Board of Directors and Monitoring Committee Independence 

Fama and Jensen (1983) outline the role of organizational mechanisms in con- 
trolling agency conflicts. They identify the board of directors as one of the most 
important of these organizational controls, and highlight the importance of 
board independence in relation to the ratification and monitoring of management 
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decisions. In particular, they stress that boards have the power to hire, fire, and 
compensate top-level managers and to ratify and monitor important decisions. 

Fama (1980) and Fama and Jensen (1983) stress the importance of both inside 
(executive) and outside (non-executive) directors for effective boards, with the 
appropriate mix determining the board’s effectiveness in monitoring. management. 
Firms with boards of directors that are dominated by top management can suffer 
problems associated with collusion and transfer of stockholder wealth. Therefore, 
corporate boards generally include outside‘members who ratify decisions that in- 
volve serious agency problems and act as arbiters in disagreements among internal 
managers. Prior research into the determinants of board composition finds some 
support for the conjecture that board independence is particularly important in 
situations where the potential for agency problems is most severe (e.g., Baysinger 
and Butler, 1985; Pearce and Zahra, 1992). Fama and Jensen (1983, p. 315) assert 
that ‘outside board members act as arbiters in disagreements among internal man- 
agers and carry out tasks that involve serious agency problems between internal 
managers and residual claimants, for example, setting executive compensation’. 

For firms using a committee structure, much of this responsibility would rest 
with independent committee members. The independent monitoring function of 
committees is important where conflicts of interest arise, particularly those situ- 
ations where executive directors are involved. A great deal of important processes 
and decisions occur at committee level (see Kesner, 1988; Bilimoria and Piderit, 
1994; Daily, 1994, 1996; Ellstrand etal., 1999). The two monitoring committees 
analysed in this study are the audit and compensation committees. We have chosen 
to analyse these two committees and not the nominations committee, because they 
have a distinct monitoring function that is related to management while the nomina- 
tions committee is concerned with the board itself. Further, audit and compensa- 
tion committees have legislative and institutional bases underlying their role, ee 
the nominations committee has no such requirements.’ 

The primary function of the audit committee is to review management informa- 
tion and to meet regularly with internal and external auditors to review the financial 
statements and external reporting process, to review the audit process (both exter- 
nal and internal) and internal controls (Bosch, 1995; Klein, 1998). This information 
allows the committee to assess the extent to which the board fulfils its duties and 
liabilities. By supervising the audit process, additional assurance about the quality 
of the company’s financial reporting can be attained. Audit committees can add to 
the independence of the audit process by providing internal auditors with a mechan- 
ism to approach the board without having to use senior management channels 
(Pease and McMillan, 1993), and can enhance the integrity of monitoring (Menon 
and Williams, 1994). Bosch (1995) also argues that audit committees reduce the 
likelihood that a strong management will unduly influence external auditors. With 
regard to their composition, Menon and Williams (1994, p. 125) argue that an audit 
committee having executive directors as members ‘cannot be viewed as an object- 
ive monitor of management’. 


* Thanks to an anonymous referee for pointing this out. 
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It is widely acknowledged that effective audit committees are those that oversee 
the financial integrity of the company and protect its shareholders’ interests. Inde- 
pendence is essential to being effective in such an oversight role, giving committee 
members the ability to question management’s actions or judgement (Verschoor, 
1993; O'Malley, 1994; Scarbrough et al., 1998). Indeed, this point has been recog- 
nized by committee members themselves. For instance, Verschoor (1993) cites a 
United States General Accounting Office survey in which the chairpersons of audit 
committees in banks identified the most important factor influencing the effective- 
ness of audit committee oversight as the independence of its constituents. Inde- 
pendent audit committees can reduce agency costs by minimizing the opportunistic 
selection of financial accounting policies, and by increasing the credibility and 
accuracy of financial reporting. 

Compensation committees typically determine and review remuneration pack- 
ages for senior company officers (Klein, 1998), taking into consideration the com- 
pany’s needs together with the interests of its shareholders and other stakeholders 
(Bosch, 1995). Remuneration packages awarded to directors and senior managers 
have long drawn shareholder and media attention (Pease and McMillan, 1993). In 
recent times there has been an increasing demand for greater accountability for 
remuneration, substantially contributing to the growth in adoption of these com- 
mittees (Bosch, 1995). The determination of appropriate remuneration packages 
for, and the assessment of, the performance of senior executives are part of the 
central monitoring duties of directors (Kesner, 1988). By ensuring that executive 
remuneration packages are fair and equitable, independent compensation com- 
mittees can reduce the agency costs that arise if executives are responsible for 
determining their own remuneration. 

Therefore, for firms using a committee structure, much of the monitoring re- 
sponsibility of the board is expected to rest with independent committee members. 
Indeed, monitoring committees of the board represent more focused monitoring 
when compared with the overall board, which is responsible for decision manage- 
ment as well as decision control (Fama and Jensen, 1983). We thus expect the 
independence of monitoring committees to be proportionately greater than mare of 
full boards of directors. 

Since committee members must be selected from those available on the full 
board of directors, a sparsity of independent directors to choose from will result 
in a less independent monitoring committee than might otherwise have been the 
case. Accordingly, a positive relation between the independence of the full board 
and that of its monitoring committees has been documented in prior overseas 
research into audit and nomination committees (see Bradbury, 1990; Menon and 
Williams, 1994; Vafeas, 1999). 


Impact of Other Mechanisms Used to Control Agency Conflicts 

While the agency literature recognizes the importance of independent boards of 
directors in relation to the monitoring of management decisions, this is only one of 
the mechanisms used to control agency conflicts. This literature suggests increased 
(a) managerial ownership of equity, (b) dividend payout and (c) leverage as devices 
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used to ensure that managers’ interests are aligned with those of shareholders. 
Bathala and Rao (1995) hypothesize and find that U.S. firms choose an optimal 
board composition depending upon these other mechanisms employed by the firm 
to control agency conflicts. More specifically, these authors predict and find an 
inverse relationship between board independence and each of these other agency 
conflict controlling mechanisms. That is, the relationship appears to be predomin- 
antly one of substitutes rather than complements. Bathala and Rao argue (p. 62) 
that while it is expected that. firms will make“use of several of these mechanisms, 
marginal firm specific benefits and costs are expected to cause them to rely more 
on one type of mechanism than another. We extend their analysis to the composi- 
tion of monitoring committees and propose that, for firms using a committee struc- 
ture, monitoring committee independence is negatively related to the extent to 
which the firm employs other agency conflict-controlling mechanisms. The theor- 
etical underpinnings for each of these are outlined below. 

Jensen and Meckling (1976) assert that increasing managerial ownership of 
equity can mitigate agency conflicts. The higher the proportion of equity owned by 
managers, the greater the alignment between manager and shareholder interests. 
Indirect empirical support for this proposition can be found in McConnell and 
Servaes (1990) and Morck etal. (1988). Further, Weisbach (1988) finds that the 
fraction of outside directors is negatively’ correlated with stockholdings of top 
management. In relation to dividend payout and leverage, Jensen (1986) asserts 
that the payment of dividends and the contractual obligations associated with debt 
reduce the amount of discretionary funds available to management, thereby reduc- 
ing their incentive to engage in non-optimal activities. Further, Grossman and Hart 
(1982) argue that increased debt causes managers to become more efficient in 
order to lessen the probability of bankruptcy, loss of control and loss of reputation. 
In relation to dividends, Easterbrook (1984) argues that the regular payment of 
dividends causes firms to go to the capital markets for investment funding. Scrutiny 
of firms accessing the capital markets acts as a deterrent to opportunistic behavi- 
our by managers. Empirical evidence supports the proposition that increased debt 
and dividend payouts can mitigate agency conflicts (see Rozeff, 1982; Harris and 
Raviv, 1991). 

In addition to the agency conflict controlling mechanisms suggested by Bathala 
and Rao (1995), substantial shareholders have incentives to monitor management and 
serve as an additional control mechanism (Shleifer and Vishny, 1986; Jensen, 1993).° 


* It is likely that decisions relating to dividend and debt policy are at least partly dependent upon 
board quality. Therefore, there is a potential simultaneity issue related to our testing of H1. Data 
constraints preclude us from utilizing two-stage least squares estimation to control for possible 
problems related to this simultaneity. 


A substantial shareholder is any person having at least 5 per cent holding in the voting shares (or a 
class. of voting shares) of a company (Corporations Law). Substantial shareholders may also be 
referred to as blockholders. While the institutional investors represent a further potential monitor of 
managers, we do not analyse this group of substantial shareholders separately as we expect that only 
those institutional investors with substantial holdings will have incentives to actively monitor man- 
agement, regardless of whether they are institutional investors. 
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In their survey of corporate governance, Shleifer and Vishny (1997) conclude that 
substantial shareholders achieve- corporate governance by exercising their voting 
rights. These shareholders have both ‘a general interest in profit maximization, 
and enough control over the assets of the firm to have their interests respected’ 
(p. 754). The greater the extent of substantial shareholders on the board, the 
greater the amount of control that can be exercised. The large cash flow stake 
held by these shareholders provides an incentive to monitor incumbent manage- 
ment, since the expected return on holding a large block of shares exceeds the 
monitoring costs involved (Shleifer and Vishny, 1986). Therefore, boards with a 
greater representation of substantial shareholders are expected to achieve super- 
ior monitoring. Indeed, Bradbury (1990) finds that substantial shareholders are 
related to the existence of audit committees. 

If full board and monitoring committee independence is related to the extent to 
which the firm employs other agency conflict-controlling mechanisms, we expect 
that the monitoring role of independent directors is less critical. for firms with 
higher proportions of inside ownership and substantial shareholders, and higher 
dividend payout and leverage ratios. We test the hypothesis that: 


H1: There is a negative relationship between the independence of boards of 
directors (and their monitoring committees) and the extent of (a) managerial 
ownership of equity, (b) dividend payout, (c) leverage, and (d) substantial 
shareholders on the board. 


Independence and Firm Value 
Prior research, predominantly in the U.K. and U.S.A., has tested for empirical 
links between overall board of director composition and firm performance (as 
opposed to value) measures. However, this line of research has met with only 
limited success, since some studies have found positive relationships, some have 
found negative ones, while others report no relationship at all (for a review of 
this literature see Zahra and Pearce, 1989; Finkelstein and Hambrick, 1995). 
‘Dalton et al. (1998) propose that these inconsistent results may be due to con- 
ducting research into the composition of the board at large, rather than at the 
committee level. However, a recent study of board committee composition in 
the U.S. found no evidence to support a prediction of a positive relationship 
between audit and compensation committee independence and firm performance 
(Klein, 1998).° 

We propose that the more direct indicator of effective monitoring is firm value 
rather than performance.’ This proposition is based on the tenets of agency theory, 


é Klein’s (1998) failure to find support for predicted relationships between the independence of audit 
committees and firm performance for U.S. companies may be the result of there being low variation 
in her audit committee composition variable. Companies listed on the New York Stock Exchange 
are required to have an audit committee formed entirely of independent directors. 


While performance and value are linked, firm value more directly captures predictions emanating 
from agency theory. 
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which proposes that dysfunctional behaviour reduces the value of the firm (Jensen 
and Meckling, 1976), and that one means by which the costs of such dysfunctional 
behaviour can be reduced is through monitoring of management actions. There- 
fore, agency theory suggests a positive relation between effective monitoring of 
management and firm value. In relation to monitoring committees, the independ- 
ence of each committee member is expected to enhance monitoring effectiveness, 
thereby reducing agency costs and Aeae firm value. We test the hypothesis 
that: 


H2: There is a positive relationship between the independence of boards of 
directors (and their monitoring committees) and firm value. 


ANALYSIS 


We identified the top 200 firms listed on the Australian Stock Exchange in 1997. 
Large firms were selected on the basis that they are more likely to use a board 
committee structure, while smaller firms are more likely to operate using the full 
board. Some firms in the top 200 are unsuitable for the analysis. The various 
subcategories of firms excluded are detailed in Table 1. In particular, companies 
not having both audit and compensation committees are excluded. The final group 
of companies for analysis consists of 109 large Australian companies. 

Some companies satisfy more than one criterion for exclusion. Trusts have unique 
characteristics which impact on their corporate governance practices. The trust 
manager and the trustee are jointly responsible for governance matters but have a 
fundamental separation of responsibilities and powers between them. Foreign com- 
panies are excluded because their financial statements are not typically prepared 
according to the normal disclosure requirements appre to companies listed on 
the ASX. 


Board of Director and Monitoring Committee Independence 
We commence our analysis with an examination of full board and ETET 
committee independence. Full board independence (BRDIND) is captured by the 


TABLE 1 


COMPANIES ANALYSED 


Top 200 companies in 1997 200 
Exclusions 
Don’t have both committees 
Trusts 
Foreign companies 
Delistings/mergers/takeovers 
Other (not able to be traced or missing data for some variables) 6 91 
‘ Final group of companies for analysis 109 


nab && 
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proportion of independent directors to total directors on the board. Individual 
directors are assessed in terms of their independence from management, with the 
definition of independence espoused by the Australian Investment Managers’ 
Association (AIMA) being adopted.® Essentially, independent directors are non- 
executive directors who do not have a business or other relationship with the firm 
that could interfere with their ability to act independently. These data were hand 
collected, making the classification of directors a time-intensive process. However, 
the determination of director independence rather than mere executive status is an 
important component of this research. Non-executive directors are not necessarily 
independent of the company’s executive management. Their independence can be 
impaired by virtue of their other relationships or business dealings with the com- 
pany. This includes acting as a professional adviser to the firm. 

The independence of each monitoring committee is measured in two ways: 
(a) the proportion of independent directors on the committee, and (b) the absence 
of the company’s chief executive officer from the committee. AUD1 and COMI 
are used to measure the proportion of independent directors on the audit and com- 
pensation committees respectively, while AUD2 and COM2 capture whether the 
CEO is a member of these committees. 

The descriptive statistics shown in Panel A of Table 2 indicate that our sample 
firms’ audit committees had a mean (median) size of 3.60 (3) members. Twenty- 
two firms included the CEO as a member of the audit committee. The proportion 
of independent directors ranges between zero and one, with a mean (median) of 
0.6592 (0.6667). The mean (median) size of compensation committees was 3.8 (3). 
Interestingly, in thirty-three cases the company’s CEO was a member of the com- 
mittee, indicating some degree of influence over the remuneration process. The mean 
(median) proportion of compensation committee members who are independent 
directors is 0.609 (0.6667). The mean full board size of the sample companies is 
8.21 with a median of 8. Boards ranged in size between four and sixteen members. 
Measures of mean and median proportions of independent directors indicate that 
boards tend to be equally split between independent and non-independent dir- 
ectors. However, this proportion ranges between 0 (no independent directors) and 
0.9. As expected, monitoring committees tend to have a greater proportion of 
independent directors than the full board. 

The additional descriptive analysis presented in Panel B indicates that thirty-one 
audit committees (28.4 per cent) were regarded as being wholly independent. Fur- 
ther, seventy-three companies (67 per cent) complied with an AIMA recommenda- 
tion that only non-executive directors be members of this committee. Indeed, 105 
of the committees (96.3 per cent) comprised a majority of non-executive directors, 
while seventy (64.2 per cent) comprised a majority of independent directors. 
These comparisons reveal the importance of making a distinction between non- 
executive and independent directors. The appointment of non-executives to boards 


* The principles embodiec within this definition appear to be consistent with those existing in other 
countries bearing an Anglo-Saxon corporate governance system. 
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MONITORING COMMITTEE AND FULL BOARD INDEPENDENCE DESCRIPTIVE 
STATISTICS, CORRELATION COEFFICIENTS AND COMPLIANCE WITH GOVERNANCE 


Panel A: Descriptive statistics 


Audit committee 


Compensation committee 


RECOMMENDATIONS FOR 108 LARGE AUSTRALIAN COMPANIES 


Full board 


Committee Proportion Committee Proportion Board Proportion 


size independent size iadependent size independent 

n 109 109 109 109 109 -109 
Mean 3.60 0.6592 3.80 0.6090 8.21 0.5075 
Median 3 0.6667 3 0.6667 8 0.5 
SD 0.99 0.2736 1.89 0.3174 258° 0.2110 
Minimum 2 0 1 0 4 0 
Maximum T 1 H 1 16 0.9 
Number of firms with 

CEO on committee 22 33 - 
Panel B: Compliance with governance recommendations 

Audit Compensation Full board 
committee committee i 





Frequency % Frequency % Frequency % 


Wholly independent 31 28.4 30 27.5 " Q 0.0 
Wholly non-executive 73 67.0 68 ` 62.4 3 2.8 
Majority independent 70 64.2 61 56.0 48 44.0 
Majority non-executive 105 96.3 102 93.6 96 88.1 
At least one-third independent*- - - — ~- 87 ~ 79.8 
Panel C: Pearson (Spearman) correlations 

BRDIND AUD1 COM1 AUD?2 
AUD1 0.597** 

(0.587)** 
COM1 0,718** 0.601** 
i (0.743)** (0.593)** 

AUD2 —0.014 0.330** 0.066 

(—0.018) {0.340)** (0.055): 
COM2 0.202* 0.099 0.378** 0.216* 

; (0.202)* (0.097) (0.411)** _(0.216)* 


* This was a recommendation forwarded by the Bosch Committee in relation to full boards only. 

* two-tailed p < 0.05, ** two-tailed p < 0.01. 

BRDIND = the ratio of independent directors to total directors on the board. 

AUD! = the ratio of independent directors to total directors on the audit committee. 

COM1 = the ratio of independent directors to total directors on the compensation committee. 

AUD2 = dichotomous variable coded 1 where the CEO is not a member of the audit committee, and 0 otherwise. 
COM2 = dichotomous variable coded 1 where the CEO is not a member of the compensation committee, and 0 otherwise. 
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and monitoring committees cannot ensure total objectivity in the monitoring pro- 
cess. Whereas the AIMA’s recommendation with respect to audit committees is for 
all members to be non-executive, its guidelines regarding compensation commit- 
tees merely call for a majority of non-executives. One hundred and two (93.6 per 
cent) of the sample firms having a compensation committee conformed with this 
guideline, while sixty-eight firms (62.4 per cent) had established such committees 
with no executive members at all. Only sixty-one of the committees (56 per cent) 
were comprised of a majority of independent directors, with a mere thirty of those 
(27.5 per cent of all compensation committees) classified as wholly independent. 

A key guideline espoused by the AIMA is that boards should constitute a major- 
ity of independent directors. However, only forty-eight (44 per cent) of sample 
firms complied with this guideline. A less onerous recommendation forwarded by 
the Bosch Committee was that boards be at least one-third independent. The 
sample’s conformity with this criterion was in the order of 79.8 per cent (87 firms). 
Further, approximately 88.1 per cent of sample firms (96) had a majority of non- 
executives on the board. 

Panel C of Table 2 shows bivariate correlations among our monitoring com- 
mittee and full board independence variables. While the proportion of inde- 
pendent directors on each of the monitoring committees is significantly positively 
correlated with the proportion on the full board, the decision to include the CEO 
on the audit committee is not related to overall board independence. On the other 
hand, more independent boards tend not to include the CEO on the compensation 
committee. Our two measures of independence tend to be significantly positively 
correlated for each committee indicating that, where independence is seen to 
be important, this is often achieved by both a high proportion of independent 
directors and the absence of the CEO. For example, our two measures of com- 
pensation committee independence have a Pearson correlation coefficient of 0.378 
(p < 0.01). 


Empirical Model, Variable Measurement and Data Sources 

Hypothesis 1 predicts negative relationships between both monitoring committee 
and full board independence and other mechanisms that can be used to control 
agency conflicts. Our tests of this hypothesis involve examining the impact of these 
other mechanisms on the independence of the (a) audit committee, (b) compensa- 
tion committee and (c) full board. We control for the significant positive correla- 
tion between full board and monitoring committee independence documented 
above, as well as several other firm characteristics likely to be associated with 
independence. We use the following models to test H1: . 


AUD 1, = By + B;: MGOWN, + B,PAYOUT, + B;DEBT,, + B,SUBS, 
+ BsINDSEG,, + B([GEOSEG,, + ®;GROWTH, + B.PERF, 
+ BoSIZE,, + BipBRDIND,, + £y (1a) 


COM1, = By + B,MGOWN, + B,»PAYOUT, + B;DEBT,, + BsSUBS,, 
+ B,INDSEG, + BjGEOSEG, + 8; GROWTH, + BsPERF,, 
+ B SIZE, + Bo BRDIND, + £y (1b) 
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BRDIND,, = B, + 8, MGOWN,, + B,PAYOUT, + B;DEBT, + BySUBS, 
+ BsINDSEG,, + B|GEOSEG,, + 8B; GROWTH, + BPERF, 
+ BySIZE, + Bu COMIND, + £; (1c) 


AUD1, COM1 and BRDINDare as previously defined,? COMIND is the average pro- 
portion of independent directors on the firm’s two monitoring committees ((AUD1 
+ COM1) / 2). This variable proxies for the overall firm policy with respect to the 
independence of monitoring committees and overcomes potential multicollinearity 
problems associated with including both AUD1 and COM1 in equation (1c).” 

MGOWN captures the proportion of equity, including options as well as ordin- 
ary shares, held by non-independent directors." PAYOUT is measured as the 
ratio of ordinary dividends to earnings. Seven sample firms had a negative PAYOUT 
in 1997 due to reporting losses in that year. Including such data in their raw form 
would bias our results, since the continued payment of dividends in loss years 
remains an important alternative governance mechanism. We counter this poten- 
tial bias by attributing a payout ratio of 100 per cent for each of these seven firms. 
DEBT captures leverage and is measured as long-term debt divided by the sum of 
long-term debt and the market value of ordinary equity. PAYOUT and DEBT are 
measured relative to industry medians for that year.” The impact of substantial 
shareholders (SUBS) is captured by the number of directors on the board repre- 
senting a substantial shareholder.” 

In addition to the variables used to test our hypotheses, our model includes 
several control variables that capture the firm characteristics most likely to be 
associated with board and monitoring committee independence. These control vari- 
ables draw on the arguments identified in prior research into the determinants of 
full board independence and are measured as follows. INDSEG and GEOSEG 
capture the extent of firm diversification,” and are operationalized as the number 


° Results of sensitivity tests using our alternative measures of committee independence (AUD2 and 


COM2) are reported below. 


10 Sensitivity tests that replace COMIND with AUDI and/or COMI produce consistent results in 
terms of the sign and significance of the other independent variables. 


1! We refine the measure used by Bathala and Rao (1995) by (a) considering whether directors are 
non-independent rather than merely whether they are executive or non-executive directors, and (b) 
including options to purchase ordinary shares in this measure. 


The median payout ratio for the gold miners industry category is zero. We therefore use the 
industry mean rather than the industry median for the firms in this industry. 


3 The measurement of board independence does not include directors who are substantial shareholders. 
Indeed, the AIMA definition precludes such directors from the ‘independent’ classification. 


We control for the impact of industry effects by measuring certain variables relative to industry 
medians. 


Prior empirical research has found that as diversification increases, so does board independence 
(Baysinger and Butler, 1985; Hermalin and Weisbach, 1988). Diversification efforts aim to reduce or 
manage environmental uncertainty associated with current and future opportunities (Pearce and 
Zahra, 1992, p. 421). 
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of industry and geographical segments reported in notes to the financial state- 
ments. Growth options (GROWTH) are captured by the market-to-book ratio, 
calculated as the ratio of the market value of ordinary equity to the book value 
of ordinary equity.’® Financial performance (PERF) is captured by each firm’s 
average -earnings before interest and taxes (EBIT) to total assets ratio over the 
1995 to 1997 period. We calculate a three-year average since this is expected to 
give a more accurate measure than using a single year observation. Single year 
measures of firm performance can be problematic if sample firms show an atyp- 
ical performance result in that year. Likewise, SIZE is measured as the average 
total revenues earned between 1995 and 1997."* Total revenues are used since they 
are less likely to be impacted by the effectiveness of monitoring mechanisms, 
when compared with alternative measures of size such as firm value.” GROWTH, 
PERF and SIZE are all measured relative to industry medians for that year (ASX 
classifications). 

Annual reports downloaded from the Connect 4 Annual Report Collection 
represent the major source of data for the study. Accounting data relevant to the 
determination of PAYOUT, DEBT, SIZE, GROWTH and PERF were hand 
collected from the financial statements, while directors’/chairpersons’ reports, cor- 
porate governance statements, statutory information sections, segment reports 
and related party disclosures were studied to assess MGOWN, SUBS, INDSEG, 
GEOSEG and committee structure and independence. Industry median data were 
obtained from Aspect Financial Pty Ltd. Part of the assessment of director inde- 
pendence requires knowledge of whether each director was, directly or indirectly, 
a substantial shareholder of the company. While the identification of substantial 
shareholders was predominantly made in the annual reports, this information was 
verified by reference to AFR Shareholder Handbooks of Australian Listed Com- 
panies for the relevant time period. 


Results 
Table 3 shows descriptive statistics for our independent variables. While MGOWN 
ranges between zero and 0.997, it tends to be low, on average. Indeed, for ninety of 


Anderson etal (1993) show that each firm’s mix of corporate governance mechanisms is deter- 
mined by the degree tc which its value is made up by assets-in-place versus growth options. 


'? Baysinger and Butler (1985) find that firms with above average financial performance have higher 
percentages of outside directors than firms with below average performance. Further, Zahra and 
Pearce (1989) propose that the presence of outside directors enhances financial performance by (a) 
enabling the acquisition of timely data on environmental changes, (b) ensuring careful analyses of 
managerial proposals, {c) enhancing ability to respond effectively to the expectations of diverse 
interest groups, and (d undertaking crucial control functions. 


Pearce and Zahra (1992) include size as a control variable, since it is empirically correlated with 
both board composition and company performance. A further justification for including size as a 
firm characteristic stems from the contention of Pincus et al. (1989) that economies of scale result in 
net monitoring benefits increasing with size. 


Our results are insensitive to using an alternative measure of SIZE, market value of equity. 
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TABLE 3 
INDEPENDENT VARIABLE DESCRIPTIVE STATISTICS FOR 109 LARGE: 
AUSTRALIAN COMPANIES 
MGOWN PAYOUT DEBT SUBS INDSEG GEOSEG SIZE GROWTH PERF 
Mean 0.074 1.99 1187 101 220 2.43 144.15 5.58 1.14 


Median 0.004 1.39 1.51 0.00 2.00 2.00 18.69 1.64 0.96" 
SD 0.184 246 27.23 157 1.53 1.60 462.35 2896 3.01 
Minimum 0.000 0.00 6.00 0.00 1.00 1.00 0.01 0.26 5.33 
Maximum 0.997 1930 131.11 9.00 9.00 8.00 3,507.31 30314 25.78 


PAYOUT = the dividend payout ratio, calculated as ordinary dividends divided by earnings (where earnings is 
calculated as operating profit before extraordinaries and after tax); relative to industry median dividend 
payout ratio. Negative payout ratios recoded as 100 percent prior to scaling. 

DEBT = the debt ratio, calculated as long-term debt divided by the sum of long-term debt and the market 
value of ordinary equity; relative to industry median debt ratio. 

SUBS = the number of directors on the board who represent a substantial shareholder. 

INDSEG = the number of reported industry segments. 

GEOSEG = the number of reported geographic segments. 

GROWTH = the market to book ratio, calculated as the ratio of the market value of ordinary equity to the 
book value of ordinary equity; relative to industry median market to book ratio. 

PERF = previous financial performance, measured as the mean of (EBIT. to total assets ratio between 1995 
and 1997 relative to industry median EBIT to total assets ratio between 1995 and 1997). 

SIZE = the mean of (total revenues between 1995 and 1997 relative to industry median total revenues between 
1995 and 1997). 

MGOWN = the proportion of equity (including options as well as ordinary shares) held by non-independent 
directors. 


our 109 firms, equity ownership by non-independent directors comprises less than 
5 per cent of total ordinary equity. Since the distribution of this variable is severely 
non-normal and no transformation satisfactorily improves its distribution, we use a 
dichotomous rather than continuous measure in our hypotheses tests. MGOWN_D 
is coded one where the proportion of equity, including options as well as ordinary 
shares, held by non-independent directors exceeds 5 per cent of issued ordinary 
shares and options, zero otherwise.” 

Mean and median measures for PAYOUT and DEBT indicate higher than aver- 
age dividends and leverage for our companies. Likewise, they are bigger and have 
more growth opportunities (indicated by SIZE and GROWTH) than their indus- 
try medians. On the other hand, financial performance (PERF) does not appear to 
be substantially different from industry medians. Many of our companies do not 
have any- directors representing substantial shareholders, with a median of zero 
and a mean of only one per company (SUBS). Mean and median measures 
for INDSEG and GEOSEG indicate limited diversity, on average. However, 


2 While our 5 per cent cut-off is arbitrary, it seems reasonable to expect that director’s equity hold- 
ings of less than this amount would be unlikely to reduce agency conflicts. Results of additional 
unreported tests using cut-offs of 2 per cent and 10 per cent indicate that our results are not 
sensitive to the cut-off level chosen. 
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minimums and maximums indicate considerable variation for all of our independent 
variables.” 

Correlations between these independent variables are shown in Table 4. While 
there are several significant correlations between our independent variables, the 
majority of these are low enough to suggest that multicollinearity should not be a 
problem for our multivariatė hypotheses tests.” MGOWN_D and SUBS are posit- 
ively correlated (r = 0.370, p < 0.001) since firms with non-independent directors 
holding 5 per cent or more of ordinary equity are given non-zero values for both 
measures. However, we are confident that these variables are capturing different 
aspects of the alternative mechanisms used to control agency conflicts. In particu- 
lar, MGOWN_D also captures those firms without substantial shareholders where 
combined non-independent director ownership of shares and options is greater 
than or equal to 5 per cent; while SUBS captures holdings of greater than 5 per 
cent that are held by both independent and non-independent directors and con- 
siders the number of substantial shareholders per firm. Significant correlations 
between our hypothesized variables and several control variables (particularly SIZE, 
PERF and GROWTH) reinforce the importance of controlling for these firm char- 
acteristics in our hypothesis tests. l 

Hypothesis 1 proposes negative relationships between board (committee) inde- 
pendence and other mechanisms used to control agency conflicts: Table 5 shows 
regression estimates in relation to the proportion of independent directors on 
audit and compensation committees as well as the full board. DEBT is negatively 
related to audit committee independence, regardless of whether this is measured 
as the proportion of independent directors or the absence of the CEO from this 
committee. That is, more independent audit committees are associated with lower 
leverage; indicating that when debt-holders have lower incentives to monitor the 
financial reporting and audit functions, the independence of committee level 
monitoring becomes more important. On the other hand, compensation committee 
independence is not associated with any of these other control mechanisms. 
Sensitivity tests using our alternative measures of committee independence (AUD2 
and COM2) yield the same conclusions. For the full board, the proportion 
of management ownership (MGOWN_D) and the number of substantial share- 
holders (SUBS) are significantly negatively associated with independence. That is, 
a more independent board is used for monitoring when there is low management 
ownership and an absence of substantial shareholders. None of the firm character- 
istic control variables is significantly related to monitoring committee or full board 
independence. 


41 These descriptive statistics indicate that several of our independent variables are not normally 
distributed. However, transformations were not considered necessary, given that diagnostic tests on 
the distributions of the regression residuals show that the residuals are normally distributed. 


2 We have formally checked for multicollinearity using variance inflation factors (VIFs). Our highest 


VIF of 1.6 is well below the cut-off of 10 suggested by Lardaro (1993, p. 446) and Hair et al. (1998, 
p. 193). 
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Impact on Firm Value 
In this section of our analysis, we examine the impact of board and monitoring 
committee independence on monitoring effectiveness by reference to firm value. 
Hypothesis 2 predicts a positive relationship between firm value and monitoring 
committee (board) independence. The design of empirical tésts for this hypothesis 
is difficult to the extent that many factors other than effective monitoring are 
expected to impact firm value. Ideally, we would perform our analysis on a firm- 
by-firm basis and examine the market value of each firm while adjusting the level 
of monitoring committee independence. Of course, such a test is not possible when 
using archival data. A second option would be to observe the change in market 
value for firms adjusting the level of monitoring committee independence between 
years. Unfortunately, only a handful of our firms made such a change in 1997, 
rendering statistical testing impossible. Therefore, we employ a cross-sectional re- 
search design, and acknowledge the limitations associated with such a design.” We 
reduce some of the problems associated with using cross-sectional tests by control- 
ling for firm size and measuring the independence of the board and monitoring 
committees relative to industry medians. Effectively, we assume that industry 
median independence proportions are optimal, and assess the impact of deviations 
from these optimal proportions of independent directors. 

We use the following models to test whether monitoring committee and board 
independence are positively related to firm value”: 


MVE, = By + B, AUDI/INDUSTRY,, + B,SIZEy + €y (2a) 
MVE, = By + B; COMI/INDUSTRY,, + B,SIZE; + £y (2b) 
MVE, = By + 8; BRDIND/INDUSTRY,, + B,SIZE;, + £, (2c) 


The Securities Industry Research Centre of Asia-Pacific (SIRCA) database was 
used to obtain share price data relevant to the determination of the market values 
of shareholder equity. Market value of equity (MVE) is calculated as the number 
of shares outstanding at balance date by price per share on that date. While our 
companies for analysis are drawn from the largest 200 listed Australian companies, 
some of these are quite small by international standards. Market values range 
between $93m and $38,068m, indicating substantial variation in firm size within the 
sample. 

Table 6 shows regression results for equations (2a) to (2c). The results indicate 
that neither board nor monitoring committee independence is significantly associated 


™ Thanks to David Emanuel for pointing this out and discussions about possible solutions. 


“ Ohlson (1995) proposes a model in which market values can be fully explained by book values and 
future abnormal earnings. Empirical tests employing this model generally proxy for future abnor- 
mal earnings with either annual earnings or abnormal earnings for the current year. However, the 
inclusion of book values and earnings as control variables in our model would eliminate the effect 
that we are attempting to isolate, since we expect that the outcomes of effective monitoring will 
manifest in both book value and earnings. On the other hand, our measure of firm size, average 
total revenues over the three years 1995 to 1997, is not expected to be affected by the effectiveness 
of monitoring mechanisms. 
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TABLE 6 


REGRESSION ESTIMATES OF FIRM VALUE (MVE) ON MONITORING COMMITTEE 
AND BOARD INDEPENDENCE RELATIVE TO INDUSTRY AVERAGES FOR 109 LARGE 
AUSTRALIAN COMPANIES (T-VALUES IN PARENTHESES) 





Panel A: Andit committee 
Bo B : > Adjusted 
Constant AUD1I/INDUSTRY SIZE R? 
+ + 
5.260 0.221 0.744 0.614 
(4.32)** (1.30) (12.49)** 
Panel B: Compensation committee 
Bo B; . B- Adjusted 
Constant COMI/INDUSTRY SIZE R? 
+ + 
5.294 0.099 0.748 0.610 
(4.31)** (0.82) (12.51)** 
Panel C: Full board 
Bo B: Pz Adjusted 
Constant BRDIND/INDUSTRY SIZE R? 
+ + 
5.070 0.192 0.754 0.613 
(4.07)** (1.22) (12.61)** 


* two-tailed p < 0.05, ** two-tailed p < 0.01. 

MVE = the natural log of the market value of ordinary equity. 

AUDIANDUSTRY = proportion of independent directors on the audit committee relative to industry 
average proportion of independent directors on the compensation committee. 

COMI/INDUSTRY = proportion of independent directors on the compensation committee relative to 
industry average proportion of independent directors on the compensation committee. 
BRDIND/INDUSTRY = proportion of independent directors on the full board relative to industry 
average proportion of independent directors on the full board. 

SIZE = the natural log of mean total revenues between 1995 and 1997, 


with firm value. The results. reported in Table 6 are after log transformations 
of both MVE and SIZE. These transformations were necessary, since positive 
skewness in these variables causes the Pees OR residuals to be non-normal, and 
this is corrected by the log transformations.” 

To test the robustness of our results to possible scale effects, we estimate an 
alternate specification of equations (2a) to (2c). Barth and Clinch (1999), in their 


* To check the sensitivity of our results to these transformations, we re-ran them with untransformed 
data and used White’s (1980) standard errors to limit problems associated with heteroskedasticity 
(see Barth and Kallapur, 1996). Our results are insensitive to the transformations. 
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examination of scale effects on inferences. obtained from capital markets-based 
accounting research, suggest researchers need to be careful to ensure their findings 
are not attributable to scale. Our alternative specification involved using the ratio 
of MVE to SIZE as our dependent variable and excluding SIZE from the right- 
hand-side of our model. Our results are insensitive to this alternative specification. 
That is, full board and monitoring committee independence are not significantly 
associated with market value. Overall, the results of these tests complement those 
of Klein (1998) in relation to U.S. audit and compensation committees. 


CONCLUSIONS 


This article examines full board and monitoring committee independence, the 
impact of other mechanisms used to control agency conflicts on that independence, 
and the impact of independence on firm value. We document a strong positive 
association between the proportion of independent directors on the full board and 
its audit and compensation committees. Indicative of the more focused monitoring 
function of these committees, both audit and compensation committees tend to 
have a greater proportion of independent directors than the full board. Further, we 
find that greater full board independence is associated with low management own- 
ership and an absence of substantial shareholders, while greater audit committee 
independence is associated with reduced monitoring by debt-holders when lever- 
age is low. Low levels of these other monitoring mechanisms appear to be compens- 
ated for with higher levels of board and audit committee independence. However, 
none of these alternative agency conflict-controlling mechanisms is associated with 
compensation committee independence. 

We are unable to provide evidence that firm value is enhanced through stronger 
monitoring committee or full board independence. However, our results may be 
due to problems associated with the use of cross-sectional tests. While agency 
theory predicts that more effective monitoring will result in higher firm value at 
the margin, other determinants of firm value are likely to overwhelm this effect 
when differences in market value between firms are considered. A further limita- 
tion of the article relates to the generalizability of results. Given our focus on 
boards with monitoring committees, and the greater propensity for boards of larger 
firms to use these committees, our sample is drawn from the largest 200 Australian 
firms. Therefore, our results may not be generalizable to smaller firms using similar 
committee structures or to firms that do not have both audit and compensation 
committees. 
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Presenting Discounted Future Cash Receipts 
and Payments in Financial Statements 


This article is about the commonly asserted view that present value, the 
discounted amount of future cash receipts and payments, is an attribute 
.of assets and that it ideally should replace acquisition cost as the attribute 
of assets to present in financial statements. The view is based on faulty 
extrapolation from economics and the study of finance. Use of present 
value in connection with the preparation of financial statements does not 
contribute to performing their basic function, which is to report relevant 
real world conditions as they exist and existed and relevant financial effects 
of relevant real world events as they occurred. The view turns discounting 
into a magical process, it reverses the chronological order of cause and 
effect, and it unjustifiably substitutes the financial effects of supposed future 
events for the financial effects of historical events as the raw material of 
financial statements. The future does not yet exist and such financial events 
have not yet occurred; the present condition therefore can in no way depend 
on them. The discounted amount of future cash receipts and payments is 
not an attribute of assets and it should therefore not replace acquisition 
cost as the attribute of assets to present in financial statements. 


Key words: Assets; Discounted clash flow; Financial statements; Net 
present value; Valuation. 


A blue-ribbon committee of the American Accounting Association stated that 
‘the ... ideal basis of valuation [is] the present value of . . . future cash flows’ (1991, 
p. 93). A blue-ribbon committee of the AICPA made the same kind of statement: ‘if 
one could reduce the future cash flows to a single number at various times through 
an appropriate discounting process, earnings for a period could be determined by 
comparing changes in present value’ (1973, p. 32). 

Individuals have made equivalent statements, for example, Revsine: ‘the 
discounted present value [of an asset is] the theoretically best measure’ of asset 
worth’ (1973, p. 82) and Staubus: ‘the most useful meaning of asset and liability 


! But fa] discounted value [is] not [a] measurement... [It has] no present empirical referent’ 
(Sterling, 1979, p. 126). 
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quantities is the item’s incremental effect upon the net discounted amount of the 
entity’s future cash flows ... discounted future cash flow is a relevant attribute of 
any asset’ (1977, p. 140). 

Never is any demonstration of the validity of that view attempted: it is treated in 
the literature as a self-evident truth. 

The idea is so ingrained in the minds of academic accountants that the first time 
this article was submitted (to another academic journal), the editor rejected it 
apparently for the simple reason that it challenges the idea. In his letter of 
rejection, he said: ‘I doubt that you will find many people who support your views 
on present values....I do not believe [your position] can be supported in any 
substantive way.’ 

The current condition of the reporting entity as to an asset is thus said ideally to 
be the present value of the asset, defined as the discounted amount of future cash 
receipts and payments supposedly obtainable from it. (The current condition of 
the reporting entity as to a liability would ideally be the discounted amount of the 
net cash payments it supposedly will cause.) Further, the American Institute of 
Certified Public Accountants (AICPA, 1973, p. 41) and the Financial Accounting 
Standards Board (FASB, 1976, par. 433-9) stated that present value should be 
considered as a measurable attribute of assets of reporting entities possibly 
alternative to acquisition cost for use in financial statements. (The AICPA and the 
FASB stated that current buying prices and current selling prices should also be 
considered as such possible alternative attributes of assets for use in financial 
statements. The merits of using them in financial statements are discussed in the 
literature, especially, for example, by Edwards and Bell (1961), by Revsine (1973), 
by Chambers (1966), by Sterling (1979), and in the forthcoming book by the author, 
but are not considered here.) 

Three questions emerge whose answers should lead to a conclusion about the 
validity of this common view stated in the financial reporting literature: 


(1) Does present value exist as a condition in the real world? (Here, ‘real world’ is 
intended to mean conditions and events involving the reporting entity apart 
from any person thinking about them.) 

If not, the amount violates the following criterion, which is the representa- 
tional part of the FASB’s concept of ‘representational faithfulness’ (1980, 
par. 63). What follows is my understanding of that part of the concept—the 
FASB did not define it separately: 

Data in the line items of financial statements should represent external 
phenomena—conditions that exist or existed and the financial effects of events 
that occurred external to the statements and their underlying documentation— 
to be useful to the users of the statements, just as data in maps should repre- 
sent territories external to the maps to be useful to travellers, generals and 
other users of maps.’ 


2? This is compatible with the following concept: ‘Representativeness ... the businessman is engaged in 
the manipulation of real events, real things and real relationships, and symbols are only useful to him 
if they represent these realities’ (Chambers, 1969, pp. 76, 77). 
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(2) If so, is it a relevant real world condition? 
(3) If so, is it the best relevant real world condition to measure and present in 
financial statements? 


The approach is to inquire about the answers to those questions by seeing what 
affirmative responses to them would require, and thereby to form a conclusion 
about the soundness of the view that the present value of future cash flows is the ~ 
ideal basis for the measurement of assets. 

Not only is present value recommended to be the attribute in concept to replace 
acquisition cost in general in financial statements, but it is widely used in current 
requirements and practices. FASB Statement of Concepts, SFAC 7, Using Cash 
Flow Information and Present Value in Accounting Measurements, states in its 
Highlights that ‘accountants quite often must use estimated future cash flows as a 
basis for measuring an asset or a liability’. The analysis and conclusions in this 
article equally apply to these uses of the concept of present value. 

(The i inquiry is confined primarily to the merits of the use of the present value in 
concept in connection with the preparation of financial statements. A following 
section, on ‘The Parentage of the Concept’, discusses some uses of the concept in 
other arenas, such as economics and management, whose soundness is not evaluated 
here, though its use in several of those arenas appears sound. Also, the users of 
financial statements may be aided by the céncept of present value in connection 
with their use of financial statements and other information in making economic 
decisions.) 


THE REAL WORLD EXISTENCE OF PRESENT VALUE 


The present value of supposed future cash receipts and payments is said to be 
the ideal basis of valuation of assets. The term ‘ideal’ is not intended to mean 
that present value does not exist in the world outside people’s thoughts. It is 
intended to mean that present value exists in the world outside people’s thoughts 
and is the best attribute to use, but that it is difficult or impossible to measure 
directly. The main stated reasons it is difficult or impossible to measure directly 
are: 


e The inputs to the cash receipts and payments interact: ‘What part of the firm’s 
receipts are earned by the office typewriter?’ (Baxter, 1966,-p. 9) making 
assignment of the cash receipts and payments to the inputs arbitrary. 

e It is hard to know future events. . l 

e It is hard to specify the discount rate to use. 


However, some minimize the latter problem, for example, the AICPA (quoted 
above) a portion of whose 1973 report refers without discussion merely to ‘an 
appropriate discounting process’. Also, Staubus stated without elaboration that ‘there 
are several possible sources of discount rates... all [of which] are likely to have 
useful applications in the measurement of [assets and liabilities] by discounting 
future cash movements’ (1961, p. 35).. In fact, such specification is. impossible: 
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there are...as many... discounted values as there are participants in the market.... 
The discount rate is personal to each individual decision maker. (Sterling, 1979, pp. 132, 
138) 


Subjective value is a personal evaluation . , . the receipts expected by a person discounted 
at a rate of interest which that person expects to be the appropriate rate. Eau 1965, 
pP- 25, 28; this quote is also used below) 


If an attribute that exists in the real world is difficult or impossible to measure 
directly, it must be measured indirectly, for example, by surrogates, if at all. But 
surrogates do not solve its lack of existence in the real world: 


Surrogates are an appropriate response to lack of data, but not to a lack of theory... 
ease of calculation alone will not usually be a sufficient defense of an approximation... 
The reader is reminded of the old anecdote about the gentleman who dropped his watch 
when returning home at night from the tavern (the light being poor where he dropped 
his watch, he proceeded to the next street light before searching for it). (Thomas, 1969, 
pp. 12, 21) 


In question (1), above; this article addresses the first issue, whether present value 
even exists in the real world. 


THE PARENTAGE OF THE CONCEPT 


Present value is one of the foundations of economics and corporate finance, and the 
computation of present value is part of most modern asset-pricing models. 
—FASB (2000, par. 19) 


The parents of the concept of present value were economics and management. 
Economics was the father of the concept: 


Accounting is... strongly rooted in economics. (Paton and Littleton, 1940, p. 13) 


When accountants initially received academic training, it was in the area of economics. 
Understandably, as their teachers had obtained an economics degree, accountants tended 
to follow methods of economics and attempted to develop accounting income concepts 
accordingly. (Stewart, 1989, p. 111) 


Both economics and financial reporting deal with economic resources. Further, 
they both have concepts called ‘income’, and an assumption has been made, 
without demonstration of its soundness, that the concepts should refer to much the 
same thing. The AICPA stated that: 


` With perfect knowledge, economic and accounting earnings as measures of [improvement 
in wellbeing] would be readily determinable and would be identical. With such know- 
ledge, earnings for a period would be the change in the present value of future cash 
receipts and payments, discounted at an appropriate rate. (1973, p. 22) 


Individuals have made equivalent statements: 


Economic income is the-ideal indicator of enterprise performance, because it reflects 
current cash flows and changes in future cash flows. (Carsberg, 1982, p. 70) 


[I]t is possible to reconstruct from the literature a justification for the dissemination 
of replacement cost reports to investors. This justification is based on the assumption 
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that replacement cost income is a surrogate for econdmic income.’ (Revsine, 1973, 
p. 93) 


Management was the mother of the concept. Finance is a vital part of management: 
At least since Irving Fisher wrote, in 1906, that ‘the value of any capital-good, 
either of wealth or of property-rights, assuming that all future income is foreknown’* 
is the discounted value of that income’ (Fisher, 1906, p. 223). 


[T]he present value concept of securities values has been recognized by students of finance. 
(Staubus, 1971, p. 48) 


Management also involves choices in other areas, for example, the following: “The 
times and amounts of future cash flows are the principals for some managerial 
decisions involving an asset, such as the sell-or-hold decision’ (Staubus, 1971, 
p. 48). Management may acquire resources if the present values management 
believes the resources involved exceed their acquisition costs by more than such 
excesses in opportunities to acquire other resources. 

Both economics and management involve a variety of decisions concerning events 
the decision makers believe will occur in the future. 

Edwards and Bell noted that, ‘economists have approached [income measure- 
ment] with essentially subjective concepts derived from expectations concerning 
future events’ (1961, p. viii). Economists imagine policy choices, predict the outcome 
of each, and advise policy makers on which policy to choose to attempt to obtain 
the best results or the least bad results. 

Management of finances, among other things, involves pricing in possible future 
transactions. The concept of present value informs investors, for example, concerning 
contemplated transactions—such as in capital budgeting decisions or contemplated 
purchases of fixed income securities—about the amount that should be spent in 
exchange for an expected or promised series of repayments in order to obtain 
an expected or promised given overall rate of return, or about the overall rate 
of return that would be involved in paying a given amount for a given expected 
or promised series of repayments: ‘net present value is the common criterion 
for choice among options’ (Chambers, 1989, p. 15). Management also involves 
a variety of additional decisions concerning supposed future events and present 
values, for one example, personnel decisions. 

Neither economics nor management is concerned with reporting financial effects 
of real world events (real world conditions related to money as they exist and 
existed and changes in those conditions as they occurred), to which the preparation 
of financial statements should be confined: 


As discussed below in the text, economic income occurs only in people’s minds, and can be anything 
people think. Replacement cost income can be defined so as to occur in the world outside people’s 
minds. One cannot therefore be a surrogate for the other, and the assumption is not justified. 


* As discussed below in the text, nothing about the future can be known, indeed the future does not 
even exist at present. Because Fisher’s statement includes a counterfactual—fictional—assumption, 
it is not helpful for a real world activity such as financial reporting. Fisher’s words are nevertheless 
regularly referred to by writers on financial reporting. 
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[T]he economist is concerned with what [people] think; the accountant is concerned with 
measuring the results of what [people] have done. (Goldberg, 1965, p. 283) 


[The] perspectives [of financial reporting and financial analysis] are diametrically opposed 
... Because assets and liabilities are both the result of past transactions and events, so 
is the accounting measure of net worth. Financial analysis, on the other hand, assesses, 
estimates, and gauges value solely in terms of expectations of the future. (Association for 
Investment Management and Research, 1993, p. 17) 


Because economics and management involve choices that have supposed future 
consequences while financial statements involve reporting on the financial effects 
of past events (which are relevant to such choices), the parentage of the concept of 
present value should by itself raise doubts as to whether it refers to an existing real 
world condition, question (1) under consideration in this article. The parentage of 
the concept does not, however, by itself conclusively answer question (1). It is true 
that financial reporting theorists borrowed the concept of present value without 
consideration of its suitability in the new setting of financial reporting. Chambers 
commented: 


Awareness of the necessity of preparing accounting statements which shall be relevant 
to the future is not lacking. But the end is not achieved by simply borrowing econo- 
mic concepts which have an independent function in the making of choices different 
from and complementary to the results of a well designed accounting system. (1966, 
p. 352) 


However, they borrowed it in good faith assuming that it is serviceable there. 
We cannot simply discard that assumption without evaluating it. 


THE FUTURE 


[The substance of a] net present value is a figment, a compound of imagined future events 
or sequences of events, and discounting factors. 
— Chambers (1989, p. 15) 


The concept of present value involves the concept of the future, by incorporating 
future cash receipts and payments. That has not been explored by those who hold 
that present value is the ideal basis of measurement of assets for financial statements. 
To evaluate that view, the concept of the future and its effect on the view require 
exploration. 

The future is a concept about moments in time and events that have not yet 
occurred. (The present is the moment in time during which events occur. The past 
is prior moments in time during which events occurred during what was then the 
present.) 

We financial reporters often state that the future is uncertain and that such 
uncertainty hobbles the design of financial statements: ‘measuring progress reli- 
ably involves determining whether uncertainty about future cash flows has been 
reduced to an acceptable level (FASB, 1984, par. 49). Some observers state that 
such uncertainty should be ignored initially to study issues in the design of financial 
statements, for example: 
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[T]he concept of earnings, given iar is useful as an abstraction. (AICPA, 1973, 
p. 32) 


[T]he basic nature of the periodic income determination problem may best be studied by 
eliminating the most disturbing factor, i.e., uncertainty. (Storey, 1960, p. 449) 


But it is not the future that is uncertain; it is people who are uncertain, about what 
events might occur later. 

However, it is worse than that for people. Some financial reporters say we can 
know the future: 


The normative investor decision model developed [earlier] requires information about 
future dividend payments. (Revsine, 1973, p. 118) 


[T]he known future cash receipts... and the known future cash disbursements.” Future 


cash inflows from customers are rights provided for in the contract of sale.° (Staubus, 
1961, p. 58) 


But no one can know the future and there is no such thing as information about 
the future: 


Accountants have long held the belief that our reporting problems would be solved if we 
knew the future... People will continue to yearn for future knowledge ... Accountants 
may be able to provide them with some sympathy, but we cannot provide them with 
future knowledge. (Sterling, 1979, pp. 26, 130) 


{A]ll information is about the past. (Devine, 1985a, Vol. I, p. 25) 


We are here and it is now. Further than that all human knowledge is moonshine. (Mencken, 
quoted in Byrne, 1988, p. 109) 


Gamblers would nevertheless love to have information about the future. Most of 
the rest of us prefer to do without it (especially information giving the date and 
cause of our death); life would not be very exciting otherwise. 

What is even worse, except as a useful concept in people’s imaginations’ the 
future does not exist at present: 


[The] future does not yet exist. (Thomas, 1974, p. 75) 


` [The argument] that one cannot measure future phenomena... may take the form that 
measurement is not possible when the subject does not... exist. (Vatter, 1971, p. 115) 


Staubus apparently was ambivalent about this, He also stated: ‘The current value approach requires 
that the “known” future cash movements be discounted to the measurement date... When he is 
accounting for monetary assets and equities, the accountant usually “knows” the future cash move- 
ments that will be connected with the item’ (1961, pp. 34, 58). 

The inverted commas around known and knows presumably indicate his doubt that the future can 
be known. In each case, the observer was referring to known currently promised future cash receipts 
and payments. The promises may not be fulfilled. Regardless, current promises are not future events. 
(Also, some current value approaches, such as current selling price reporting, do not involve future 
cash movements or discounting.) 


Contracts of sale in fact merely provide promises and therefore prospects of future cash receipts or 
payments. 


And perhaps in the mind of God. That possibility is ignored here. 
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' [I]magination ...has been defined by Jean-Paul Sartre as the ability to think of what is 
not. Human beings are the only animals who have the capacity to envisage something 
that... does not yet exist but which is merely possible.® (Armstrong, 1994, p. 223) 


We financial reporters would do well to distinguish, the fancies of our imaginations 
from the conditions that exist and existed and the financial effects of events that 
have occurred in the world around us, which should be the only subjects of financial 
statements. 

What is worst, the future never occurs—comes into existence—as such. Time 
always comes into existence as the present: 


TOMORROW IS ANOTHER DAY. Not true. Today is another day. We have no idea what 
tomorrow is going to be. It might turn out to be another day but we can’t be sure. H it 
happens, Till be the first to say so. But you know what? By that time, it’ll be today again. 
(Carlin, 1997, p. 136) 


Though a common expression is, ‘when the future becomes the present’ (Sterling, 
1982, p. 55) the imagined future does not i the present. The present (‘the 
moving finger’) moves: 


The Moving Finger writes; and having writ, 
Moves on; nor all your Piety nor Wit 
Shall lure it back to cancel half a Line 
Nor all your Tears wash out a Word of it. 
—Omar Khayyám, Rubáiyát 


People can think about events that might occur later: ‘an imagined future’ 
(Chambers, 1989, p. 17), but if events do occur later’ they will be present events in 
what is then the present, and after that they will be past events. Imagined events— 
thoughts about events—occur in the mind. Real events—events that occur outside 
the mind (other than having a thought, which is.a real event)—-occur outside the 
mind: Imagined events do not become real events by some magical process. 
In financial reporting, real events occur only outside the mind and outside the 
reports, in the financial reporting territory, not in the minds of the issuers of the 
reports or in the reports, the financial reporting map. There are no future events, 
except in imagination and science fiction, for example: ‘In 2200, the world again 
began to grow cold’ (Silverberg, 1980, p. 22). 

Nevertheless, it has been said that: ‘Future events... is a fundamental issue [in 
the design of financial statements] . . . since virtually every accrual and deferral 


® Perhaps other animals do have that capacity. Our household pets, for example, may not be ruled 
solely by instinct and auticipate nothing. Consider a dog playing frisbee. 


We people have no guarantee even that time itself will continue for us. Consider the ever-present 
hazards to our home planet, for example, the possibility (likelihood?) of nuclear terrorism: 


Harvard ... Prof. Graham Allison... writes... that it is only a matter of time before a terrorist 
detonates a [nuclear] bomb in America... Six known [nuclear] thefts in Russia have been inter- 
cepted abroad. Once they have the material, terrorists have the bomb. It takes only enough 
enriched uranium or plutonium to fill a soft-drink can. (Since the U.S. cannot prevent tons of 
narcotics from getting in, the best place to hide it would be in a bale of marijuana.) (Rosenthal, 
1995, p. A31) 
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contains either an explicit or implicit assumption about the occurrence or outcome 
of future events’ (Johnson, 1994, p. 6). The view that there are future events is so 
embedded in the minds of most of us financial reporters that a Conference of 
Standard Setting Bodies was held in London in November 1993 under the auspices 
of the International Accounting Standards Committee to discuss the role of future 
events in financial statements (Johnson, 1994, p. 6), and Beaver published an 
article on the ‘Problems and Paradoxes in the Financial Reporting of Future Events’ . 
(Beaver, 1991). 

Because the future does not exist at preson except in people’s minds but the 
current condition does exist and the past did occur, the current condition and the 
past can in no way depend on the future. Barton and Bedford correctly referred to 
the subjective nature of present value, that it resides solely in the mind of the 
subject, the person, considering it: 


Present values are subjective and are in the eye of the decision maker. (Barton, 1974, p. 678) 


Subjective value is a personal evaluation . .. the receipts expected by a person discounted 
at a rate of interest which that person expects to be the appropriate rate. (Bedford, 1965, 
pp. 25, 28) 


HISTORICAL REPORT” 


As we financial reporters commonly state and as the AICPA and the FASB stated; 
financial statements are supposed to be historical: 


[T]he information [financial statements] contain describes the past! while decision mak- 
ing is oriented toward the future. (AICPA, 1970, par. 37) 


[A] financial statement .. . displays either financial position of an entity at a [current] 
moment in time or one or more kinds of changes in financial position-of the entity during 
a [past] period of time... financial statements... are historical. (FASB, 1978, par. 21; 
1984, par. 5) 


For financial statements to be historical, they should report the financial effects of 
events that occurred during the reporting period and the cumulative financial 
effects of the events that occurred from the inception of the reporting entity to the 
reporting date. They should not present fiction. In particular, they should not 
present the financial effects of events that have not occurred, either because they 
might occur in the future or because they might have occurred in the past but did 
not. (Parts of financial reports other than the financial statements may present 
material to help the users in contemplating such supposed financial events.) 
However, we financial reporters find those restrictions too binding and we 
violate them. We are in effect told we need not know anything about the past or 
the present (other than perhaps the current cash balance). We are told to present 


10 This expression is redundant, because all reports are historical; the expression is nevertheless used 
here because it is in common usage and for emphasis. 


"It also describes the present. 
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the financial effects of supposed future events, and we thus are told to violate the 
restriction of financial statements to historical reports. 

In fact, based on the concept of present value, we present the opposite of histor- 
ical reports. Rather than presenting reports whose raw material is confined to the 
financial effects of past events, we present reports the raw material of which is 
virtually confined to the financial effects of supposed future events. 


EVIDENCE OF THE EFFECTS OF FUTURE EVENTS 


Some financial reporters say that evidence of the financial effects of supposed 
future events should be sought by looking for surrogate measures of them: 


[T]he significance of assets and liabilities lies in the future...They can never be 
measured with absolute certainty: Surrogate measures must be found, and therein lies the 
essential problem of accounting. (Skinner, 1987, p. 635) 


That seems at best circuitous: to know something about the past and the present, 
the future must be known; to know that future, something else about the present must 
be known. Further, a surrogate measure is a practical device to measure an existing 
attribute that is difficult or impossible to measure directly. Surrogate measures of 
attributes of future events do not exist, because future events do not exist. 

Others say such evidence may be obtained simply by thinking about the future, 
by forming predictions—usually called euphemisms by us financial reporters because 
we do not like to admit we are using predictions in preparing financial statements: 
estimates, expectations” (a correspondent said that ‘expectations are .. . the product 
of weighing up fuzzy feelings about fuzzy things’), or assessments. They are virtually 
never called predictions. Four major professional organizations made unsupported 
statements about such an evidentiary process: 


e FASB: ‘Accrual is... the accounting process of recognizing assets or liabilities 
and the related ... revenues, expenses, gains, or losses for amounts expected to 
be received or paid, usually in cash, in the future’ (1985, par. 141, emphasis 
added). 

e AICPA: ‘Financial statements should include an explanation that the preparation 
of financial statements in conformity with GAAP requires the use of manage- 
ment’s estimates’ (1994, par. 11, emphasis added). 

e American Accounting Association: ‘[To] faithfully represent [the] resources 
and obligations [of an enterprise]... it will often be necessary to estimate the 
outcome of future transactions and events’ (1991, p. 89, emphasis added). 


The term ‘expectancy’ is sometimes used in a sense that differs from the sense of expectations as 
thoughts, such as in the expression ‘life expectancy’. In that sense, it refers to a scientific probability, 
not the thought of an individual. 


3 T once broke the code at a meeting of the AICPA Accounting Standards Executive Committee and 
referred to a prediction as a prediction rather than as an estimate. I was almost thrown out of the 
room. Also, Tom R., a financial analyst, warned me to call analysts’ predictions estimates, not 
predictions, because analysts don’t like to be thought of as ‘examining tea leaves’. When I pressed 
him, he acknowledged that they predict. 
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e» AIMR: ‘It is self-evident“ that reporting on the past always requires the use of 
estimates and other assessments of future events’ (1993, p. 18, emphasis added). 


Many individuals make the same kinds of unsupported statements, for example: 


[T]he essential characteristic of an asset... is an expectation” ... measurement can rest 
upon ... an estimate involving the future such as that of an asset’s economic life. (Skinner, 
1987, pp. 633, 664, emphasis added) 


The need to estimate and project future events is not unique fo pensions. Accounting 
unavoidably involves many estimates. (Lucas and Hollowell, 1981, p. 63, emphasis added) 


[T]he estimation of future events cannot be avoided. It may be reflected in an arbitrary 
assumption or treated implicitly, but it cannot be avoided. (Beaver, 1991, pp. 125, 126, 
emphasis added) 


(Prediction can be avoided, by adopting current selling prices as the attribute of 
assets and the risk-free funding rate as the attribute of liabilities to use in financial 
statements.) 

Thinking about the future provides no evidence about the future; it provides 
evidence about only the person doing the thinking: ‘What we expect or hope an 
asset will yield, by use or by sale, is not a characteristic of the asset. What we 
expect or hope is a characteristic of ourselves’ (Chambers, 1970, p. 49). 

Further, the AICPA (1970, par. 90) and the FASB (1980, pars 81-89), state that 
financial statements must conform with the criterion of verifiability. But thoughts 
are not verifiable: no one other than a person doing some thinking has any chance 
of being sure what she’s thinking, no less measure it. Though all who are not 
financial reporters know that, Kam felt he had to remind us financial reporters of 
it: ‘we cannot be expected to read people’s minds’ (1990, p. 525). Johnson said that 
‘intentions are inherently unknowable by others’ (1994, p. 6). If the issuer says 
what she is thinking about the future, she might be lying for her own benefit— 
some people are wonderful liars. What’s worse, the issuer might not even know 
what she is thinking about the future—people are wonderful at self-deception. She 
might believe she is thinking one thing but her behaviour might demonstrate that 
she is thinking something else. A user understated the problem: ‘I don’t know how 
much work [it] is...to verify management’s intent’ (AICPA, Database, 1994, 
p. II, 5b, 8). Sterling did not beat around the bush: ‘[thoughts| are impossible to 
verify’ (1987, p. 23). 

One observer referred to the use of both thoughts about the future and surrog- 
ates for those thoughts! ‘a... view is that values are inherently future-oriented, 
and, therefore, they ought to be stated to reflect the present value of expected 
future cash flows—even if we must use surrogates to quantify such data’ (Vatter, 
1971, p. 115, emphasis added). 


4 Imagine how a person such as I feels about the expression ‘it is self-evident’, meaning ‘it is self- 
evidently true’, followed by a statement the person considers self-evidently false. 


3 Here, an asset is not an economic resource; it is a thought. . 
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THE MAGIC OF DISCOUNTING 


... discounting into the present the value of future fixed payments or receipts... 
—~-Ronen and Sorter (1989, p. 73, emphasis added) 


The amounts involved in the financial effects of those supposed future events are 
discounted, multiplied by fractions less than one. Discounting is held to move 
those financial effects of events backwards in time, as Ronen and Sorter say, ‘into 
the present’, and to change the financial effects of the events into conditions: “The 
stream of net expected values .. .is still future in time, and thus each item in the 
stream must be discounted before it can be treated as an element in present 
valuations’ (Edwards and Bell, 1961, p. 81, emphasis added). That process is said 
to result in the present value. Discounting, we are asked to believe, magically 
changes both the time frame and the nature of the amounts of the financial effects 
of the supposed future events: supposed real world future changes are somehow 
transformed into real world current conditions. The process is said to represent the 
real world, not merely the imaginings of economists and managers. 

We are asked to believe in magic. 

In fact, ‘a discounted value is [merely] an arithmetically adjusted forecast’ 
(Sterling, 1979, p. 171). 


THE REVERSAL OF CAUSE AND EFFECT 


So little disciplined by the irreversibility of time are some processes and their rational- 
izations that time sequences have become inverted. 
—Chambers (1989, p. 14) 


If, as the American Accounting Association states, ‘past performance can only be 
judged when the future is known’ (1991, p. 90), past performance and current 
conditions cannot be known at present; we must await future events to occur to 
know them. As the poet says: 


Time present and time past 

Are both perhaps present in time future, 

And time future contained in time past. 
—T. S. Eliot, ‘Burnt Norton’ 


But that is only poetry. (Similarly, ‘Modern economics is in many respects 
_ metaphor run wild’ [Kuttner, 1985, p. 83]) Financial reporting should not be based 
on poetry. 

A present value is supposed to be a current condition of the reporting entity. 
The way it is defined—the discounted amount of the future cash receipts less the 
discounted amount of the future cash payments attributable to the asset—makes 
those future receipts and payments the causes of the current condition: As of time 
T,, the time the current condition of present value is said to exist, there have been 
no such future receipts and payments (only prospects of them), so there is as of 
yet no present value in the real world (though there may be one in the imagination 
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of the financial reporter). Later, at times T,, T} and so on, some receipts and pay- 
ments may occur. The definition says that there is now a present value in the real 
world at 7;. Those receipts and payments at times T}, T} and so on therefore caused 
the present value to come into existence at time 7}. Cause followed effect. But 
a cause cannot follow its effect in time, as everyone except us financial reporters 
knows.'¢ | 

A correspondent said that nevertheless there is a present value as of time 7;. 
However, this article deals with the world, outside of financial reporting and out- 
side the thinking process of the issuers of financial reports. In contrast, the corres- 
pondent is dealing with the thought processes of the issuers of financial reports: 
The future cash flows underlying the concept of present value exist at the reporting 
date only in the minds of the issuers. 

That a cause cannot follow its effect in time is denied by this statement by Kirk, 
former chairman of the FASB: ‘future salary increases have retroactive effects on 
the [pension] benefit earned’ (1990, p. 89). He was commenting on the require- 
ment to incorporate anticipated future salary increases in determining liabilities 
that reporting entities currently have for defined benefit pension benefits in FASB 
Statement No. 87. He justified that requirement by stating that the increases have 
retroactive effects, that is, that the salary increases at times T}, T} and so on are 
some of the causes of the amount of a liability at time 7,, that causes can follow 
their effect in time! However, a future event (such as a future salary increase) 
cannot be the cause of or affect a present condition (such as a liability for a benefit 
earned}—events do not have retroactive effects: they cannot change the past. (Both 
[a] retroactive calculations, which are thoughts that may or may not be written 
down, which in themselves have no effects, and [b] retroactive laws or agreements, 
which have only prospective, not retroactive, effects, and which do not and cannot 
change the past, can be and are made.) 

The way present value is defined, its amount depends on which specific events 
occur in the future. But such future events, if they occur, depend not only on 
current conditions of the reporting entity but also on later developments independ- 
ent of those conditions, including later actions of outsiders. To illustrate: A current 
condition supposedly might be, for example, the present value:of a car factory 
the reporting entity currently possesses. Future cash movements concerning the 
factory, if they occur, depend, for example, on what might be future actions of car 
buyers. If Ms A later buys a car built at the factory, we are told to conclude that 
the current condition was one thing. If Ms A later considers buying the car but 
does not, we are told to conclude that the current condition was something else. 
Based on that, if Ms A buys the car later, that is a cause of a current condition, 
because, had Ms A passed up buying the car later instead, the current condition 
would have been different. Cause and effect, we are thus asked to believe, can 
work backwards in time. Again, a cause cannot follow its effect in time. 


16 Sagan’s thought that ‘few of us spend much time wondering .’. . if time will one day flow backward 


and effects precede causes’ (1988, p. ix) is ignored here. If you disagree that it should be ignored 
here, see where that leads. 
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The only sound meaning of cause is an event that is instrumental in bringing - 
about a concurrent or later event. The financial reporting literature changes that 
meaning: it incorporates the view that a cause can be an event that is instrumental 
in bringing about an earlier event. l 


CONCLUSION | 


To summarize: The concept of present.value doliis these conclusions reached in 
this article: - 


1. The future does not exist at present an in imagination, so the past and the 
present can in no way depend on the future. 
The concept of present value requires the past'and the present to depend on 

the future. | l 
2. The future does not exist at present except in imagination, so there can be no 

information or evidence about the future and no surrogates of information or 

evidence about the future. 
The concept of present value requires evidence or surrogates of evidence 
about the future. 
3. Discounting does not change a future event or events—a cash receipt or 
payment or a series of cash receipts or payments—into a present condition. 
The concept of present value is based-on the view that discounting changes 
future events into present conditions. 
4. Cause and effect operates either simultaneously or forward in time. An effect 
cannot precede its cause in time. 
The concept of présent value incorporates the view that an effect can precede 
its cause in time. 

Because of those violations, the answer to question (1) under consideration in 
this article is no: Present value defined as the discounted amount of the finan- 
cial effects of supposed future events does not exist as a real world condition. 
(As a result, questions (2) and (3) need not be answered.) Present value violates 
the number one criterion for the design of financial statements, that the items 
represent phenomena external to the financial statements and their preparation. 
The primary reason given for the need to know supposed future events in prepar- 
ing financial statements, which is to determine the past and the present, is invalid. 
Contrary to the statements of the AICPA and the FASB referred to above, the 
discounted amount of supposed future cash receipts and payments does not exist 
outside of imagination and therefore is not an attribute of assets, no less the ideal 
attribute for the measurement of assets. It should not be considered a viable altern- 
ative to acquisition cost for use in presentation in financial statements." 


7 For those interested in my position, it is that current selling prices should be the attribute of assets 
and the risk-free funding rate should be the attribute of liabilities to tepo in financial statements. 
But that is another article. 
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-` APPENDIX 
THE ULTIMATE FORM OF ALLOCATION 


- Having reached the major. conclusion of this article, which is that the discounted 
amount of supposed future cash receipts and payments should not be considered a 
viable alternative.to a¢quisition cost for use in presentation in financial statements, 
this article now appends a consideration of the relationship between the concept of 
present value.and allocation. 
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Solely to explote the relationship between present value and allocation, the 
reasons present value is mn and not an existing real world condition are 
ignored. 

We are told that, ideally, the amounts and timing of all supposed future cash 
receipts and payments are somehow known. They are supposedly discounted 
backwards in time to determine financial position at the dates at which they were 
caused, using the compound interest formula and a discount rate. Income for a 
period is held to be determined by comparing the financial positions determined 
that way at the beginning and end of the period and a) transactions 
between the reporting entity and its owners. 

The compound interest formula is a systematic and rational decan formula: 
‘The proposed concepts Statement would... address instances in which future cash 
flows are used as a basis for allocating costs, for example, Penodi amortization 
using the interest method’ (FASB; 1997, p. 2). 

AlI such formulas used in allocation are predetermined without consideration of 
events as they occur period by period. The so-called ideal basis is the ultimate form 
of allocation, because it determines all amounts by allocation. And allocation 
is used solely because, by applying smooth——‘systematic’—formulas, it spreads 
income statement items over reporting periods smoothly, contributing to meeting 
the incentive of the issuers of financial statements for stable income reporting: 


[D]epreciation is only part of a broader scheme whose purpose is to equalize charges — 
between different years. (Hatfield, 1916, p. 134) 


[Depreciation is clearly a device for smoothing irregular capital budgeting outlays. (Devine, 
1985b, p. 79n.) 


The very purpose of measurement is to discover variations in empirical phenomena. 
By contrast, it seems that the purpose of allocation is to make the empirical phenomena 
appear to be smooth regardless of-the actual variations. (Sterling, 1979, p. 226) 


[A]llocations [are] designed to produce smoothed income flows. (Lee, 1978, p. 45) 


The real goal of those who support allocation is to stabilize mone income. (Leonard 
Lorensen, quoted in Rosenfield, 2000, p. 110). 
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Research Note: Revisiting Fair Value 


Accounting—Measuring Commercial Banks’ 
Liabilities 


IAS 39, Financial Instruments: Recognition and Measurement (LASB, 2000), 
requires assets to be marked to fair value if held-for-trading, available- 
for-sale purpases, or if they are derivatives; held-to-maturity securities, 
originated loans and originated securities are measured at amortized. 
cost, providing they are not held-for-trading. Financial liabilities are 
measured at amortized cost except those that are held-for-trading or de- 
rivatives. A proposed amendment would accommodate improved fair value 
measurement of financial instruments. Commercial banks are greatly 
affected by any accounting standard concerning the recognition and 
measurement of financial instruments, whether related to assets or liabil- 
ities. This article demonstrates that the existing and proposed standards 
perpetuate the mismeasurement of interest rate risk for commercial 
banks. Under IAS 39 banks that have a balanced position, that is, no 
interest rate risk, counterfactually could show large changes in income 
through interest rate changes. An alternative accounting treatment, full 
fair value reporting of financial assets and liabilities, including all loans 
and deposits, is offered. Presently fair value data are mandated as foot- 
note disclosure. 


Key words: Commercial banks; Fair value; Liabilities; Measurement. 


How to measure and disclose an entity’s assets and liabilities has been long debated. 
This article adds insights by considering recent international standard prescriptions 
related to financial instruments. It addresses conceptually how to measure a liabil- 
ity in the setting of a commercial bank or other financial institution. 

LAS 39,’ Financiai Instruments: Recognition and Measurement (LASB, 2000) 
continues the accounting practice of measuring financial assets at fair value,’ 
except those that are unquoted equity instruments where the fair value cannot 


1 IAS 39, Financial Instruments: Recognition and Measurement, became effective with annual financial 
Statements covering fiscal years beginning 1 January 2001 or later. It was subsequently amended in 
October 2000. 


2 ‘Fair value’ is presently the commonly used term since at least the 1970s; in the past ‘market value’ 
was the more commonly used term. There are diverse interpretations of fair value (Bergman, 2002). 


Ropert P. Gray is a Senior Lecturer in the Discipline of Accounting and Law, the University of 
Sydney. 
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reliably be estimated and other financial assets held-to-maturity. Financial liabilities 
are measured at amortized cost except those held-for-trading and those financial 
derivatives for which a fair value can be reasonably estimated. However, there is a 
proposed amendment to accommodate ‘more fair value measurements g financial 
instruments’ (IASB, 2001). 

Throughout this article the perspective of a commercial bank is adopted. 
Commercial banks are greatly affected by any changes in the measurement of 
financial instruments by virtue of the composition of their balance sheets, thereby 
providing a pointed example of the effects of different proposals. Measuring some 
assets and liabilities at fair value while others are measured at amortized cost 
means that any changes in market interest rates can induce income volatility that is 
not representative of the bank’s interest rate risk. 

‘In mismatching the [interest rate] maturities of assets and liabilities as part of 
their asset transformation function, FIs [financial institutions] expose themselves 
to interest rate risk’ (Saunders and Cornett, 2003). By introducing income volatility 
when a commercial bank has matched the interest rate maturities of its assets and 
liabilities, the mismeasurement of assets and liabilities leads to misleading data both 
within the firm and externally through its published results. Furthermore, a firm may 
make transactions to minimize the volatility that increases interest rate risk from its 
balance position. : 

This article provides an alternative to the present unsatisfactory measurement 
technique—fair value accounting for both assets and liabilities. This alternative has 
been put forward by the Joint Working Group of Standard Setters (2000) and a 
main contribution here is to provide support, through a brief literature review and 
through examples, to their position. 


HISTORICAL BACKGROUND 


It is often assumed, incorrectly, that ‘conventional’ cost-based financial statements 
have been the normal way of preparing accounts since accounting became a pro- 
fession. Ma (1982) describes, through anecdotal evidence; the manner in which the 
valuation of balance sheets in Great Britain developed in the nineteenth century, 
particularly in regard to banking. He found this evidence when researching the 
archives of nineteen banks acquired by the Midland Bank. In 1827 the Hudderfield 
Banking Company’s first deed of settlement stated that assets, ‘shall be estimated, 
not at the cost, but at the then selling price thereof; so that the real state of the 
affairs of the Company may in such statement plainly appear’ (Ma, 1982, p. 134). 
Similar clauses were in the deeds of the Bank of Westmoreland (1834), Carlisle 
City and District Banking Company (1838) and the London Joint Stock Bank 
(1839, fourth report to directors). However, some banks altered their requirements 
to the lower of cost or market (e.g., the London Joint Stock Bank in 1873). In 1879 
banks were required to submit balance sheets in order to obtain limited liability 
(1879 Companies Act). That example was extended by the Chambers and Wolnizer 
(1991) study of fifty-five U.K. banks’ valuation practices in the nineteenth century. 
Hence, as Ma, and Chambers and Wolnizer, demonstrate, the controversy between 
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fair value pricing and historical cost pricing, with respect of banks, dates at least 
from this time. . 

Considering a broader set of entities, Lisle (1903, p. 208) stated: ‘All the assets 
included in a balance sheet should be stated at their fair value, and the liabilities 
should be fully shown. The balance sheet should not conceal any weakness in the 
financial position of the concern, but should give the fullest information to the 
shareholders and the general public, consistent, of course, with the proper conduct 
of the business.’ However, thirty-six years on, MacNeal (1939, pp. 21-22) reveals 
how far the accounting prescriptions of the time had moved from fair (or truthful) 
disclosure with the statement: ‘their profession . .. felt impelled to change its form 
of certificate from one which states that its financial statements were true, to a 
form of certificate which omits any mention of financial statement truth but 
merely states that such financial statements truly and fairly reflect the application of 
accepted accounting practices to the facts disclosed’ (emphasis in original). 

In the 1960s two seminal accounting theory monographs—R. J. Chambers’ 
Accounting, Evaluation and Economic Behavior (1966) and Edgar O. Edwards 
and Philip W. Bell’s The Theory and Measurement of Business Income (1961}— 
proposed methods that moved toward market value’ measurement and away from 
amortized cost. The main differences between these studies were (a) Chambers 
used exit price as the appropriate form of measurement while Edwards and Bell 
used replacement cost, and (b) Chambers retained amortized cost for financial 
liabilities.* Sterling’s magnum opus, Theory of the Measurement of Enterprise 
Income (1970) also recommended the use of exit prices for measurement. The 
issue of exit price versus replacement cost is not addressed further in this article 
since the differences between the two are minor for financial instruments. 

Wright (1967), Staubus (1967) and Hendriksen (1967) joined in criticism of 
Chambers being inconsistent between his measurement of assets and liabilities. 
While recognizing the inconsistency, they did not identify the distortion in risk 
measurement that this inconsistency causes in the financial statements of commer- 
cial banks. Friedman (1978) developed a theoretical structure based on Sterling 
(1970) to support the use of market price for measuring debt. 

. This distortion of risk measurement is the main issue in this article. 

The controversy over historical costs versus fair value accounting continues, with 
Ma and Lambert (1998, p. 148) stating that LAS 32 (and the Australian standard 
that is closely modelled on it, AASB 1033) stipulates ‘that the classification made 
at the time of issuance cannot be revised in future years (paragraph 26) [thereby] 
impos[ing] on the issuer, by implication, reporting at historical cost’. 


3 Chambers used the term ‘cash equivalent’ as the best means to measure market or face value. 


* It is interesting to note that there has been little academic defence of historical cost accounting but 
considerable debate on the measurement base to use in fair value accounting (Chambers, 1966, 1967, 
1970, 1974, 1976; Ma, 1974; Baxter, 1967; Wright, 1967). McKeown (1971) tested Chambers’ model 
and found it to be much more verifiable and objective than U.S. GAAP. Chambers’ focus on the 
contractual amount of the liabilities is, of course, valid in the case of default. In that case the issuer 
owes the contractual amount which is the original principal minus payments made to principal plus 
accrued interest at the coupon rate plus any penalties. 
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Concerning fair value accounting of liabilities, Lipe (2002) demonstrates the 
distorting effects of using fair value liabilities if fair value includes a factor for 
declining credit quality. He acknowledges that reporting fair value based on changes 


`. in interest or exchange rates could be justified because ‘a nondistressed company 


can realize the gain or loss by either repurchasing the debt or taking an appropriate 
derivative position’ (p. 180). Lipe offers an alternative of splitting the fair value 
effect into that caused by the debtor’s credit quaiy changes and that caused by all 
other factors. 

It is possible that the controversy sua ed above concerning historical cost 
accounting and fair value accounting was caused by different perceptions regarding 
the function of a balance sheet. Notwithstanding those perceptions, the emphasis 
of this article is on the measurement of financial liabilities in such a way that the 
estimate of interest rate risk is not distorted. 


ISSUES FROM IAS 3% 


A key point of LAS 39 is that all financial assets and financial liabilities, including 
all derivatives, are recognized on the balance sheet. All financial assets are meas- 
ured at fair value except, as noted earlier: originated loans and receivables, unquoted 
equity securities whose fair value cannot be measured reliably, and fixed-maturity 
investments that a firm has the ability and intent to hold to maturity. If a firm holds 
unquoted equity instruments at amortized cost, derivatives that are linked to and 
must be settled by delivery of those securities are also measured at amortized cost. 

All financial liabilities are measured at their original recorded amount less prin- 
cipal repayments and amortization except for. derivative liabilities and liabilities 
held for trading, which are measured at fair value. 

Under IAS 39 some interest bearing assets and liabilities are at amortized cost, 
others are at face value. If market interest rates change, the measurement of those 
at face value will change while those at amortized cost will not. As will be demon- 
strated later, this asymmetry will cause volatility in income and, hence, equity that 
is not representative of the interest rate risk inherent in the bank’s balance sheet. 
There is a proposed amendment that would accommodate improved fair value 
measurement of financial instruments. 


THE APPLICATION OF IAS 39 TO COMMERCIAL BANKS 


The remainder of this article considers whether to measure financial liabilities at 
fair value. The Joint Working Group (JWG) of Standard Setters (1999) specifically 
addressed banking concerns and concluded that financial liabilities should be 
measured at fair value; it should be noted that the Joint Working Group of Bank- 
ing Associations on Financial Instruments (1999) opposed the JWG’s proposals. 
There has been considerable controversy in the accounting literature about the 
pricing of fair value financial assets (and, to a lesser extent, fair value financial 


5 Information on issues from IAS 39 was taken directly from the I[ASB’s website: www.iasc.org.uk. 
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liabilities). The arguments for amortized cost accounting and for fair value account- 
ing for financial instruments has been especially intense with regard to the commer- 
cial banking and the savings and loan (building societies) industry since those firms 
hold a large percentage of their assets, and owe a large percentage of their liabilit- 
ies, as financial instruments. This controversy was heightened by the 1980s U.S. 
savings and loan disaster and the manner in which amortized cost accounting 
mismeasured the net worth of the institutions (Kane, 1989). 


The Issue of Interest Rate Risk 

Interest rate risk® is defined as the risk caused by a mismatch of the interest rate 
maturities (as contrasted to ‘payment’ maturities) between financial assets and 
financial liabilities (see Saunders and Cornett, 2003; Rose, 1999). A fully floating- 
rate loan that requires no principal payment for ten years would have a maturity, 
for interest rate risk purposes, of one business day. The impact of changes in 
interest rates on the balance sheet of a commercial bank under [AS 39 without the 
proposed amendment is shown in Table 1. Assume a bank having $10 million in 
cash, $100 million in ten-year fixed rate government securities (remaining maturity) 
with a 6 per cent coupon, purchased at a 6 per cent yield, paying interest semi- 
annually and having liabilities of $100 million in ten-year term deposits (remaining 
maturity), issued at 4 per cent and paying interest semi-annually. Consider three 
scenarios: (a) no change in interest rates, (b) government security and term deposit 
interest rates immediately rise 2 per cent, and (c) government security and term 
deposit interest rates immediately fall 2 per cent. 


TABLE 1 
EFFECTS ON BALANCE SHEET FROM THREE SCENARIOS GIVEN MARKET-VALUE 
ASSETS AND AMORTIZED-COST LIABILITIES 


Categories 1: Initial position 2: Increasing interest rates 3: Decreasing interest rates 


Change in interest rates 0 +2.00 —2.00 
Cash 10,000,000 10,000,000 10,000,000 
Government securities 100,000,000 86,409,674 116,351,433 
Total assets 110,000,000 96,409,674 126,351,433 
Term deposits 100,000,000 100,000,000 100,000,000 
Equity 10,000,000 -3,590,326 26,351,433 
Liabilities + equity 110,000,000 96,409,674 126,351,433 
Change in net worth 0 —13,590,326 +16,351,433 


€ Interest rate risk is one of many risks faced by commercial banks. Others include: credit risk 
(generally regarded as the most significant risk), foreign exchange risk, liquidity risk, fiduciary risk, 
defalcation risk and political risk. Notably, interest rate risk was the major cause of the savings and 
loan catastrophe in the U.S.A.; the risk was caused by a mismatching of thirty-year fixed rate 
mortgages against savings deposits which were functionally payable on demand AMG to a much 
lesser extent, term deposits). 
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The bank has no interest rate risk as defined above. The net interest income in 
the bank will remain unchanged, no matter what market interest rates do (ignoring 
the reinvestment of dividends). Thus, a bank which has no interest rate risk on a 
net interest income basis could report an insolvent position from a sharp increase 
in interest rates (change in net worth, column 2).’ Conversely, the bank could 
show a substantial profit from a decline in rates (change in net worth, column 3). 
Both of these results arise from having assets reported at fair value and liabilities 
at amortized cost. 

If the liabilities had been shown at fair value, the term deposits would have had 
the same value as the securities during increasing interest rates ($86,409,674) and 
during decreasing interest rates ($116,351,433). 


The Issue of a Firm’s oe Credit Risk Counter-Intuitively Increasing 

its Net Worth 

Bradbury (2000) and Lipe (2002) point out that debt prices can change- due to 
market interest rate changes or a change in perceived (by the market) credit risk of 
the firm issuing the debt. When addressing the issue of fair value liabilities, if a 
firm’s credit risk increases, the fair value of its debt decreases; thus, with no adjust- 
ment being made in the assets, the change would cause the net worth of the firm 
to increase. This result has been viewed as counter-intuitive (see, e.g., European 
Central Bank, 2001). Lipe (2002) states that the alteration in the fair value of debt 
alters key ratios such as the debt-to-equity ratio. However, as Bradbury (2000, 
p. 23) states, ‘an increase in credit risk on debt should alert managers (and auditors) 
to the possibility of asset impairment or an unrecognized liability (e.g., a legal claim 
on the entity)’. Barth and Landsman (1995, p. 103) state, ‘This decrease in value 
[of the debt instrument due to worsening financial condition of the firm] is a 
transfer of wealth from the debt-holder to the issuing firm. Effectively, the debt- 
holder has committed to accept an interest rate that subsequently proves to be 
economically too low.’ Lipe (2002) gives a bankruptcy restructuring example to 
attempt to counter these arguments. However, this example is insufficient to 
counter Bradbury (2000) and Barth and Landsman (1995) since the process of the 
restructuring, by its very materiality, would eer be disclosed. This point is 
elaborated through the examples below. 


FULL FAIR VALUE MEASUREMENT OF FINAN ee 
INSTRUMENTS 


The Elimination of a Financial Liability From a Balance Sheet—Debt Defeasance 
` Chambers (1974, p. 132) stated ‘the claims of the creditors against the assets of the 
firm do not become the less (or the greater) as a consequence of transactions 


7 Given the above accounting rules, in the U.S.A. the appropriate bank supervisor would be required 
to take prompt corrective action under provisions of Section 131 of the Federal Deposit Insurance 
Corporation Act of 1991 (FDICIA; United States of America, 1991). 
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TABLE 2 


BEGINNING BALANCE SHEET COST BASIS 


Balance ($) Term ($) Interest rate 

Cash 10,000,000 N/A 0 
Government securities 100,060,000 10 years 6.00 fixed 
Total assets 110,000,000 

Term deposits 90,000,000 10 years 4.00 fixed 
Corporate debt 5,000,000 10 years 8.00 fixed 
Corporate debt 5,000,000 10 years 3.00 fixed 
Net worth 10,000,000 

Liabilities and capital 110,000,000 


between individual bondholders’. Through example, he demonstrates that even 
though a firm may purchase its own debt on the market as Ma (1974) suggested, it 
usually would not do so either because a lender to the firm will not be willing to 
lend or the company’s advantage is not ‘“as satisfactory” as allowing the original 
issue to run’ (Chambers, 1974, p. 132). However, as will be shown, potentially a 
firm may be able to accomplish a debt defeasance transaction, purchase its 
own debt, or renegotiate its debt with its lender; whether it actually does so is 
irrelevant. The fact that the firm has the ability to do so should be reflected in fair 
value measurement of financial instruments. 

Consider the following example (Table 2): a commercial bank has $10,000,000 in 
cash, $100,000,000 in ten-year fixed rate government securities with a 6 per cent 
coupon and yield, $90,000,000 in ten-year fixed-rate term deposits at 4 per cent, 
$5,000,000 in debt issued for ten years at an 8 per cent coupon, $5,000,000 in debt 
issued for ten years at a 3 per cent coupon, all financial instruments having 
semi-annual interest ‘payments’; ‘all’ maturities are stated at remaining maturities 
rather than initial maturities. Note: logically the bank could have fixed-rate term 
deposits at 4 per cent when it owns 6 per cent government securities by having the 
deposits issued at a different time under different market conditions than when the 
securities were purchased. 

Further assume that the current market rate of interest for government secur- 
ities is 6.5 per cent; term deposits are 7 per cent; bank corporate debt financial instru- 
ments are 7 per cent. Note that, regarding interest rate changes, the bank has no 
interest rate risk on a net interest income basis because the interest rate maturities of 
the assets precisely match the interest rate maturities of the liabilities ($100,000,000 
at ten years in both cases). If market interest rates change during the ten years, the 
interest income from the assets and the interest expense from the liabilities are 
unaffected; hence, no interest rate risk exists. 

Table 3 reports. the balance sheet under full amortized cost accounting; fair 
value assets with amortized cost liabilities and fair value assets and liabilities. 
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TABLE 3 


THREE BALANCE SHEET SCENARIOS 


Scenario 1 Adjust rates Scenario 2 Scenario 3 
to market (Chambers) (JWG) 
Amortized cost Fair value assets; Fair value assets 
accounting amortized cost and liabilities 
($) N liabilities ($) ($) 

Cash 10,000,000 10,000,000 10,000,000 
Government securities 100,000,000 +0.5% 96,365,163 96,365,163 
Total assets 110,000,000 106,365,163 106,365,163 
Term deposits 90,000,000 +3.0% 90,000,000 70,813,256 
Corporate debt—8% 5,000,000 -1.0% 5,000,000 5,355,310 
Corporate debt—3% ~ 5,000,000 +4.0% 5,000,000 3,578,760 
Equity 10,000,000 6,365,163 26,617,837 
Liabilities + equity 110,000,000 106,365,163 106,365,163 


Under Scenario 3 (fair value assets and liabilities) a greatly improved equity 
position is disclosed, resulting mainly from the change in the market rate of the 
term deposits being much larger than in the securities. This captures the effect of 
interest rates changing for both assets and liabilities and the fact that these changes 
were in different increments. However, Scenario 2, which presumably Chambers 
would choose, shows a much different result. A commercial bank in Scenario 2 
would have a greatly reduced equity position which could limit its growth opportun- 
ities. If Chambers’ reservation about a firm’s ability to alter its debt structure 
were overcome, then Scenario 3 would prevail. | 

In fact, the corporate debt in Scenario 2 can be partially transformed to Scenario 
3 through in-substance defeasance, according to AASB 1014—that is, ‘either by 
transferring to a trust assets which are adequate to meet the servicing require- 
ments (both interest and principal) of the debt and are dedicated to that purpose, 
or by having a suitable entity assume responsibility for those servicing require- 
ments’ (ICAA and CPA Australia, 2001, p. 571). Additionally, with amortized cost 
accounting, a firm may choose which debt instrument to apply in-substance 
defeasance and, therefore, can increase its net worth substantially by this choice. 
For example, Table 4 applies in-substance defeasance to the example given in 
Table 3 in the case of fair value assets and amortized cost liabilities only for the 
corporate debt with the 3 per cent coupon. The firm chose not to apply. in- 
substance defeasance to the 8 per cent corporate debt because that would increase 
its reported liabilities and thereby decrease stockholders’ equity. 

In the defeasance transaction, the commercial bank was required to offset a 
risk-free instrument against its corporate debt security. The in-substance defeasance 
allowed the commercial bank to recognize the gain in its financial, position by 
having issued a 3 per cent debt instrument while the market rates changed to 7 per 
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TABLE 4 


SELECTIVE IN-SUBSTANCE DEFEASANCE 


Fair value assets After issuance of After in-substance 
and amortized new corporate debt defeasance 
cost liabilities ($) ($) i ($) 
Cash 10,000,000 9,850,953 9,850,953 
Government securities 96,365,163 96,365,163 96,365,163 
New government security— 3,727,807 
6.5%, 10 year 
Total assets 106,365,163 109,943,923 106,216,116 
Term deposits 90,000,000 90,000,000 90,000,000 
Corporate debt—8% 5,000,000 5,000,000 5,000,000 
Corporate debt-—3% 5,000,000 5,000,000 
New corporate debt—7%, 3,578,760 3,578,760 
10 year 
Equity 6,365,163 6,365,163 : 7,637,356 
Liabilities + equity 106,365,163 109,943,923 106,216,116 


cent and also to not recognize the decline in its financial position from having 
issued an 8 per cent debt instrument when market interest rates fell.® 

One could reason that Table 4 emphasizes the point of a counter-intuitive 
increase in net worth caused by a deterioration in the credit-standing of the bank 
since thé market rate of the term deposits increased at a much higher differential 
than the market rate of risk-free securities (from Table 3 the market rate on 
government securities rose 0.5 per cent while the market rate on term deposits 
rose 3.0 per cent). However, as Bradbury (2000) stated, the other consequences in 
this decline of credit-standing must be examined. In the case ofa commercial bank, 
the most logical explanation would be a dramatic decline, perceived by the market, 
in the quality of the bank’s assets. In a balance sheet reflecting fair values of all the 
assets and liabilities of a normal bank, this would probably be found in the loan 
portfolio. Hence, accountants and auditors would require the reduction of the 
fair-value of the loan portfolio commensurate with the decline in quality through 
an increase in the allowance for loan losses or a write-off or write-down of specific 
loans. But that is fodder for further work. 


The Existence of Fair Value Accounting in Commercial Banks 

Following FAS 107, commercial banks in the U.S. have since 15 December 1992 
been required to report all financial instruments at fair value in the form of a 
footnote disclosure (FASB, 1991). Similar standards apply in some other countries. 


$ This type of selective re-evaluation has analogous results to the selective sale of securities held at a 
profit by the savings and loan industry in the U.S.A. in the 1980s. 


258 


MEASURING COMMERCIAL BANKS’ LIABILITIES 


Thus the nub of controversy concerning fair value accounting of liabilities for 
commercial banks is whether information presently shown in the footnotes should 
be reported on the balance sheet. A key advantage of full fair-value accounting is 
to eliminate the asymmetry between assets and liabilities that causes such perverse 
consequences as interest rate risk being inaccurately reflected. This creates an 
incentive for a firm to conduct selectively in-substance defeasance transactions 
(or selectively to buy its own debt in the market) and an unrealistic evaluation of 
capital for capital adequacy standards. . 


SUMMARY 


From at least the 1960s there has been a controversy over the issue of fair value 
liabilities. Even between proponents of market price accounting systems such as 
Edwards and Bell (1961), Chambers (1966) and Sterling (1970), there has been 
disagreement. Chambers was prominent in arguing that face value at all times is 
the appropriate measurement for liabilities. 

In a commercial bank, reporting assets at fair value and liabilities at amortized 
cost can severely distort the bank’s performance during interest rate changes; thus 
interest rate risk is measured improperly. Presently, LAS 39 requires assets to be 
measured at fair value except for held-to-maturity securities and originated loans 
and securities that are not held-for-trading, while financial liabilities, except for 
derivatives, are measured at amortized cost. Therefore the present international 
accounting standard continues the situation of interest rate risk being improperly 
reflected in a banks’ statement of accounts. As shown in the examples in this 
article, a bank which has minimized its interest rate risk can still show wide 
variations in its income due to changes in market interest rates. Furthermore, 
in-substance defeasance transactions can be selectively used (as they could be 
with full amortized cost accounting) to manage reported capital to help overcome 
capital adequacy deficiencies. Additionally, selective purchasing of a bank’s own . 
corporate debt, as Ma (1974) describes, could lead to misleading financial state- 
ments if liabilities are measured at amortized cost and assets at fair value. 

The alternative of applying a full fair value accounting of financial instruments is 
feasible. Presently these data are reported in the footnotes of commercial banks 
in the U.S. Reflecting fair value accounting in the balance sheet and income state- 
ment would provide these statements with the impact of interest rates changes on 
a contemporaneous basis, thereby accurately incorporating the results of a bank’s 
interest rate risk position. Incentives to manage earnings through selective debt 
defeasance or debt buy-backs would disappear since fair value changes in the 
financial assets and liabilities would be recognized. 

While the points made by Chambers have been questioned in the commercial 
banking context, it should be noted that he was proposing a more general theory. 
This article highlights the large effects of interest rate risk and asymmetrical meas- 
urement of financial assets and liabilities. The same issues apply for non-banking 
firms with respect to financial instruments. Further research 1s needed to address 
the issues of measuring liabilities other than financial instruments. 
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Earnings Management Around Share 
Repurchases: A Note 


This work examines a subset of the important area of earnings manage- 
ment. Specifically, it seeks to identify the extent of earnings management 
preceding self-tender offers for a sample of U.S. firms. Pre-repurchase 
total accruals and discretionary current accruals were found to be some- 
what lower for a sample of self-tendering firms compared to a sample 
of industry- and performance-matched control firms. Weak evidence of 
post-buyback accruals reversal is also presented. The evidence is weakly 
consistent with the notion that share repurchases are employed by man- 
_ agers to exploit shareholders through earnings management. 


Key words: Earnings management; Share repurchases. 


This article extends the growing literature on earnings management. The general 
area of earnings management has gained significance post-Enron given the attention 
paid by regulators to what constitutes ‘quality accounting information’. Recent 
editorials in this journal have noted this development. A subset of the earnings 
management literature is addressed; namely the examination of whether share 
repurchases provide management with incentives to misrepresent firm performance. 
Specifically, earnings management around share repurchases is tested via the tender 
offer method, and it is hypothesized that pre-repurchase earnings are managed 
downward in order to induce shareholders to sell their shares at sub-par prices. 
Further, that post-repurchase earnings are higher than expected as the accruals 
management process is reversed. The study complements prior work that examines 
biased financial reporting around equity offerings (Teoh et al., 1998a; Rangan 1998), 
management buyout offers (DeAngelo, 1986; Perry and Williams, 1994), initial public 
offerings (Teoh et al., 1998b; Teoh et al., 1998), corporate control contests (Erickson 
and Wang, 1999), management earnings forecasts (Kasznik, 1999), import relief 
investigations (Jones, 1991), auditor changes (DeFond and Subramanyam, 1998), 
and periods of corporate distress (DeAngelo etal., 1994). (For a comprehensive 
review of the earnings management literature see Healy and Wahlen, 1999.) 
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BACKGROUND ON SHARE REPURCHASES 


Two forms of repurchases are open to all shareholders: open market repurchases that 
are executed through brokers at current market prices and regular commission rates, 
and self-tender offers where the firm makes a public offering to buy back a pre- 
specified number of shares at a given price (or range of prices in a Dutch auction) 
within a certain time period.’ Employing standard event-study methods, much prior 
research provides strong evidence that the announcement of a share repurchase 
elicits a favourable stock market response (e.g., Masulis, 1980; Vermaelen, 1981, 1984; 
Dann, 1981). Several possible motives for share repurchases have been posited in 
the literature: share repurchases may be used as an information-signalling vehicle, 
leading firms to experience significantly negative abnormal returns in the months 
prior to an open market repurchase; share repurchases may also be employed to 
reduce management’s ability to disgorge excess funds and thus decrease the repur- 
chasing firm’s agency costs of free cash flow; share repurchases. may be used as a 
vehicle for adjusting leverage to a more desirable level; and finally, repurchases may 
be employed defensively by management to fend-off takeover attempts (Denis, 1990). 

In the long term, evidence suggests operating performance improves following 
both open market repurchases (Bartov, 1991) and self-tender offers (Dann et al., 
1991). Interestingly, the market seems to under-react to both types of repurchase 
announcements since there are positive excess returns in the years following 
self-tender offers (Lakonishok and Vermaelen, 1990) and open market share 
repurchases (Ikenberry et al., 1995). 


HYPOTHESIS DEVELOPMENT 


Managing the discretionary component of earnings, often proxied by ‘discretionary’ 
accruals, is largely a reversible process. That is, the timing and matching principles 
will result in a temporary misstatement of earnings, but should not affect earnings in 
the long run. Thus, the question of timing is important in understanding manage- 
ment’s incentives to mislead investors. In particular, earnings management is likely to 
take place around corporate transactions where investors are invited to trade firm 
securities because of the higher cost of information asymmetry around such trans- 
actions and because in these cases the temporary misstatement of the firm’s financial 
position is likely to lead to permanent wealth transfers from uninformed investors 
to informed insiders. For example, managers have incentives to manage earnings 
before an initial public offering or a seasoned equity offering where investors are 
invited to acquire part of the firm. In these cases it is expected that there will be 
upward earnings management, given managers’ desire to make firm securities more 
attractive, albeit temporarily, to market participants. By contrast, managers have 
incentives to manage earnings downward prior to a management buyout, to make the 
firm’s securities look less attractive, and thus disposable, to existing shareholders. 


' Less frequently, management repurchases stock from a large shareholder in a Seena transaction, 
or offers to buy back odd lots of shares to reduce shareholder servicing costs. 
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The empirical evidence is largely consistent with these notions. See the Teoh 
etal. (1998a) study of earnings management around seasoned equity offerings; 
the Teoh etal. (1998b) and Teoh etal. (1998) studies of IPOs and the relation 
between accruals management and subsequent stock returns; and Perry and Williams’ 
(1994) examination of MBOs that failed to reconcile the results (DeAngelo, 1986). 

It is argued here that share repurchases also provide managers with incentives to 
manage pre-repurchase earnings. Managers wish to buy shares at the lowest pos- 
sible price, consistent with the adverse selection arguments of Lucas and McDonald 
(1990). Managers have incentives to depress pre-repurchase earnings in order to 
convince shareholders to tender their shares at the pre-specified price. This is 
consistent with managers feeding the market with unfavourable earnings news to 
kill the public’s interest in the stock aiming at lower-than-fair buyback prices. 
Additionally, managers may misstate earnings in self-interest, leading other 
shareholders to sell while increasing their share of corporate ownership by not 
participating. Drawing on these arguments and prior research it is hypothesized 
that managers will artificially depress the accruals component of earnings prior to 
a share repurchase. 

In the case of equity offerings, earnings management favours existing shareholders 
and managers at the expense of new shareholders. In contrast, in the case of 
repurchases, it is posited that management is aligned with the group of shareholders 
deciding not to sell their shares back to the firm (the non-participating shareholders), 
at the expense of those who will. This is because managers routinely commit not to 
tender their shares back to the firm in order to enhance credibility of the repurchase 
as a signal to investors. 

Furthermore, given that accruals management is a temporary and reversible 
process, accruals are expected to revert back to normal levels in the periods 
following. the self-tender offer (in our study, three years). Given pre-repurchase 
manipulation of earnings downward, such accruals are expected to appear abnor- 
mally high in the post-buyback periods even though this would be an artefact of 
pre-buyback manipulation. 

This article examines self-tender offers rather than open market repurchases 
(OMR) because tender offers are larger transactions; therefore, their effects are 
likely to be more material. Tender offers are also longer term, strategic decisions 
and are therefore more likely to be ‘set up’ by prior earnings management. 


* Additional evidence by Dechow etal. (1996), who study a sample of firms that are subject to 
enforcement actions by the SEC, suggests that when earnings management is announced there is 
a significant decline in stock prices. Further, Erickson and Wang (1998) find that at the time of a 
stock-for-stock merger, management manipulates earnings upward so that less of a firm’s stock will 
be required for the merger, essentially lowering the purchase price. 


3 In comparison, OMR occur nearly ten times more frequently than tender offers (Bagwell and 
Shoven, 1989). In the Comment and Jarrell (1991) sample, tender offers repurchase 14.9 per cent 
of company stock, and elicit a seven-day market reaction of 8.4 per cent. The average market 
capitalization of a firm in their sample is $1.357 billion. OMR are generally announced by smailer 
firms seeking fewer shares and eliciting a weaker stock market response. See Vafeas (1997) for 
evidence on differences between tender offers and OMR. 
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Finally, voluntary as opposed to defensive repurchases are reviewed because defens- 
ive buybacks are likely to be reactive and do not provide management with the 
necessary time or incentives to manage earnings. 


DATA AND METHODOLOGY 


Our initial sample of share repurchases is the sample of public U.S.-based firms 
used by Comment and Jarrell (1991) and covers the period from 1984 to 1989. 
From that sample, firms that belong to the financial and utility sector are eliminated. 
It is expanded by sixteen tender offers that were announced between 1990 and 
1992 in the Wall Street Journal. This sample construction process results in a final 
sample of a hundred tender offers. The sample spacing in time and across two-digit 
SIC codes exhibits no systematic biases that could affect our test results. 

To examine the extent of accruals management around share repurchases, a 
comparison is undertaken of the earnings components of self-tendering firms to a 
sample of benchmark control firms. Following Teoh et al. (1998a), each tendering 
firm is matched to a control firm that did not engage in a self-tender offer in the 
year of interest, belonged to the same two-digit primary SIC code as the tendering 
firm and, importantly, had a net income-to-assets ratio in the year before the 
tender offer that was as close to that of the tendering firm as possible. Matching on 
performance is very important in assessing the impact of repurchases on performance 
because of the mean reverting property of earnings (Barber and Lyon, 1996). For 
example, in the absence of a pre-event performance control and given abnormally 
poor pre-event performance, mean reversion alone would lead to apparent post- 
event performance improvements (see, e.g., Vafeas, 1999). 

Following prior studies (e.g., Teoh et al., 1998b), to detect earnings management 
we analyse the profile of each sample firm for seven years around the share repur- 
chase, from three years prior to until three years after the event. Results from 
years -3 to —1 and years +1 to +3 can be definitively labelled as the pre- and post- 
repurchase years, capturing the hypothesized earnings management and accruals 
reversal periods respectively. In contrast, results from year 0, which is the year the 
repurchase took place, are open to alternative interpretations. Year 0 includes 
activity both before the repurchase, hypothesized to be part of the earnings 
management period, and after the repurchase, hypothesized to be part of the 
accruals reversal period. Thus, only tentative interpretations are offered for the 
results from year 0. 

It should also be noted that self-tender offers are unlikely to be planned many 
years in advance. Earnings management is expected to be most pronounced in the 
financial statements that are released in the last fiscal year before the repurchase, 
and that refer to a time period that ends, on average, six months before the repur- 
chase. Following prior earnings management studies, an examination occurs for 
the period of three years prior to the repurchase. This captures a more extended 
view of a firm’s pre-repurchase profile. 

To examine the behaviour of accruals, the earnings variable is decomposed into 
cash flow from operations and total accruals. It further decomposes accruals into 
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current and long-term components. To detect accruals management we follow 
closely Teoh et al. (1998a) in employing a modified version of the Jones (1991) 
model (also see Dechow etal., 1995). Specifically, for each sample firm and for 
each of the seven years examined, from three years prior to until three years after 
the repurchase, expected current accruals are estimated based on the cross- 
sectional relation between current accruals to changes in sales minus changes in 
accounts receivable for each two-digit SIC code in our sample. The estimated 
parameters from this regression and the actual sales and receivables changes for 
the repurchasing firm are then used to estimate expected current accruals and 
non-discretionary current accruals for that firm. The difference between actual and 
discretionary accruals constitutes the discretionary current accruals component; 
that is, the component of current accruals over which managers are thought to 
have the greatest amount of control. Similarly, estimates of expected total accruals 
based on the cross-sectional relation between total accruals to sales and property 
plant and equipment are calculated. The estimated parameters are used to assess 
expected total accruals and, by extension, expected long-term accruals. Non- 
discretionary and discretionary long-term accruals are decomposed as described 
earlier. For a detailed description of this method see Teoh et al. (1998a). 

To assess the statistical significance of the earnings figure and its components 
around the repurchase, we employ the non-parametric Wilcoxon signed-ranks 
matched-pairs test and a sign test. These non-parametric tests are desirable for 
toning down the effect of outliers. The next section describes and discusses the 
empirical results of these tests. 


RESULTS 


Table 1 examines the performance of self-tendering firms against two benchmarks: 
firm performance net of the performance of the median firm in the corresponding 
two-digit SIC code for that year, and firm performance net of the corresponding 
performance-matched control firm’s performance. Two performance measures are 
used: net income, for which we present results in panel A, and operating cash 
flows, for which we present results in panel B. 

Interestingly, industry-adjusted income-to-assets is positive and significant in each 
of the years examined, peaking at year 0, indicating that self-tendering firms 
outperform their industries, on average. By sample construction, self-tendering 
firms are statistically indistinguishable from control firms in the pre-repurchase 
years, but outperform control firms in the buyback year. The difference in net 
income is significantly positive in year 0 at the 0.01 level. 

Industry-adjusted cash flows are also significantly positive, peaking in year 0. 
Importantly, repurchasing firms have higher operating cash flows than control firms 
in year ~1 (the difference being marginally insignificant in year —2), and by extension 
have lower total accruals, as would be predicted by pre-repurchase earnings man- 
agement. Post-buyback operating cash flows are indistinguishable across the two 
samples, suggesting that part of the higher post-buyback net income of repurchasing 
firms is a result of higher accruals, also consistent with the study’s expectations. 
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Next, Table 2 examines directly the behaviour of total accruals and their 
components around share repurchases. All tests use the corresponding control 
firm’s accruals as a benchmark. A four-way partition is used into current and 
long-term accruals and further into discretionary and non-discretionary accruals. 
Focusing first on total accruals we observe that repurchasing firms exhibit lower 
total accruals than control firms in years -2, -1 and 0 under the non-parametric 
Wilcoxon test. This evidence supports earnings management prior to share repur- 
chases. Nevertheless, total accruals do not appear to revert upwards in the post- 
buyback years.’ 

Further, earnings management would be expected to be most evident in current 
accruals that are ‘most easily managed’. In particular, following Teoh et al. (1998a), 
the discretionary component of current accruals would be expected to be manip- 
ulated by managers. In line with this expectation, discretionary current accruals are 
significantly negative in years —2, —1 and 0, similar to evidence on total accruals. 
Consistent with reversion in accruals management after the repurchase, discretion- 
ary current accruals are positive in year +1 under the sign test, and in year +2 
under the Wilcoxon test. Non-discretionary current accruals are also negative and 
significant in year 0. The long-term accruals components are not significant around 
the repurchase. In sum, accruals are somewhat lower than expected before the 
repurchase consistent with earnings management. This result appears to stem from 
the management of discretionary current accruals. In line with expectations, there 
is also some evidence of upward reversion in post-repurchase discretionary current 
accruals. 

Next, the behaviour of earnings and earnings components around share repur- 
chases is analysed—changes in net income, cash flows and accruals are examined. 
All changes are compared to analogous changes in the matched control firms. In 
general, the Table 3 results contain limited information. First, net income increases 
significantly from year —1 to year 0 consistent with earlier evidence. Second, cash 
flows similarly increase over that period but appear to decrease over the following 
period. Further, total accruals exhibit no changes over the period examined. Last, 
although discretionary current accruals exhibit no pre-repurchase changes, they 
increase immediately following the repurchase, consistent with the ‘undoing’ of 
accruals management. Nevertheless, the overall results of tests of changes in the 
earnings figure and its components in Table 3 are quite weak. 


^ A caveat should be noted in interpreting results from year 0 due to the uncertain weight of pre- and 
post-repurchase unobservable earnings and accruals components in the observable, yet aggregate, 
year 0 earnings figures. One possibility that would be consistent with both our hypotheses and 
empirical results regarding year 0 is that the extent of pre-event earnings management in year 0 
countervails the extent of post-event accruals reversal, on average. 
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TABLE 3 


CONTROL FIRM-ADJUSTED CHANGES IN NET INCOME, CASH FLOWS FROM 
OPERATIONS, TOTAL ACCRUALS AND ACCRUALS COMPONENTS FOR A SAMPLE OF 


Year 


Panel A: Changes in net income 


Median 


Wilcoxon z 


Positive/negative (binomial sign test) 27/44* 


Sample size 


Panel B: Changes in operating cash flows 


Median 


Wilcoxon z 


Positive/negative (binomial sign test) 34/32 


Sample size 


Panel C: Changes in total accruals 


Median 


Wilcoxon z 


Positive/negative (binomial sign test) 34/32 


Sample size 


Panel D: Changes in discretionary current accruals 


Median 
0.0204 


Wilcoxon z 


Positive/negative (binomial sign test) 31/30 


Sample size 


Panel E: Changes in discretionary long-term accruals 


Median 


Wilcoxon z 


Positive/negative (binomial sign test) 26/33 


Sample size 


Panel F: Changes in non-discretionary current accruals 


Median 
0.0059 


Wilcoxon z 


Positive/negative (binomial sign test) 37/32 


Sample size 


SELF-TENDERING FIRMS 
-2 ~{ 0 
—0.0221 -0.0002 0.0271 
-1.559 -~-0.489 3.110*** 
42/43 60/39** 
71 85 99 
0.0100 -0.0054 0.0406 
0.380 -0.476 2.133** 
38/38 55/36* 
66 76 91 
—0.0240 0.0105 —0.0070 
—0.332 0.209 -0.251 
41/37 43/47 
66 78 91 
0.0004 -0.0077 0.0319 
0.571 0,031 0.518 
37/39 51/38 
61 76 89 
—0.0042 0.0045 —0.0018 
—0.385 0.113 —0.213 
40/33 43/43 
59 76 86 
0.0031 0.0048 -0.0013 
0.141 1.099 —0.417 
45/38 46/50 
69 83 96 
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—0.0133 
-1.131 
37/52 
89 


—0.0474 
2.277%" 
29/53** 


0.437 


+2 


0.0044 
0.252 
42/39 
81 


0.0010 
~0.191 
37/37 
74 


0.0165 


+3 


—0.008 


37/29 


—0.973 


EARNINGS MANAGEMENT AROUND REPURCHASES 


TABLE 3 


(CONTINUED) 


Year -2 -1 0 +1 +2 +3 
Panel G: Changes in non-discretionary long-term accruals 
Median —0.0039 0.0012 0.0036 —0.0025. —0.0025 —0.0004 


Wilcoxon z —0.212 -0.275 0.971 —0.165 0.435 0.158 
Positive/negative (binomial sign test) 30/37 41/41 50/44 39/45 36/40 34/35 
Sample size 67 82 94 84 76 69 


Note: The matching adjusted change in net income is computed as 
NIa,t Nia,t —1 E NIm,t _ NIm,t—1 
TAa,t -1 TAa,t —2 TAmt-1 TAm,t-2 


where a and m are the announcing and matched firm, t is the fiscal year and NZ is the net income 
(Compustat item 172) deflated by beginning period book value of total assets, TA. Changes in cash 
flows from operations, total accruals and accruals components are calculated in the same way. ***, ** 
and * denote significance at the 1%, 5% and 10% levels respectively. 


CONCLUSION 


Results reported here provide weak evidence of biased accruals reporting by 
managers around self-tender offers. This result comes from a comparison of pre- 
repurchase total accruals for samples of self-tendering and performance-matched 
control firms. Decomposition of total accruals indicates earnings management springs 
from management of discretionary current accruals. There is also some evidence 
supporting a post-repurchase reversal of the accruals management process. 

The weak results could have been due to our earnings management tests lacking 
sufficient power. Alternatively repurchases may not provide strong incentives and 
opportunities for earnings management, and are thus only sparingly used to this 
end. Further research could study in more detail earnings management incentives 
and the effectiveness of alternative mechanisms for prevention and detection of 
earnings management. 
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MURRAY WELLS 


FORUM: THE ACCOUNTING 
CONCEPTUAL FRAMEWORK 
Introduction 


In the period following the collapse of Enron and WorldCom in the U.S. and 
elsewhere—such as One.Tel and. HIH in Australia—the accounting practices used 
by those companies came in for a great deal of criticism, culminating in a plea 
from President George W. Bush for ‘truthful books and honest people, and well- 
enforced laws against corruption and fraud’ (Bush, 2002). In keeping with the spirit 
of review, the Accounting Foundation within The University of Sydney sponsored 
a one-day Forum on the Accounting Conceptual Framework (CF) in December 
2002. The intention was to re-examine the content and scope of the CF to see if 
the framework which underpins accounting standards is adequate for the task of 
ensuring ‘truthful books’ and clear and understandable financial reports. In keep- 
ing with that objective, all of the authors were invited to provide recommendations 
for overcoming any perceived deficiencies in the CF, some of which are referred to 
below. The papers presented here are a selection taken from the Forum—more 
specialized papers have been, or are expected to be, published elsewhere. 

The selection presented here starts with an overview of the accounting profes- 
sions’ motivation for and experience in developing a CF (Dean and Clarke). It is 
a somewhat sceptical view, summarized in the statement that ‘CF exercises have 
been shown to have engaged more in a search for explanations of the ideas under- 
pinning conventional practice than the articulation of the concepts with which 
accounting data must conform’. In support of that proposition, Dean and Clarke 
use Chambers’ Accounting Thesaurus (1995) to identify a number of quotes that 
support the view that conceptual frameworks in other fields are based on real 
world, observable phenomena that delineate the function of the structure in question. 
Interestingly, those quotes reveal a substantial divergence between the expectations 
of those dealing with the physical sciences and those concerned with accounting. 
Those in the physical sciences see their conceptual framework emerging from the 
physical world—-a matter of experience and observation. Those in accounting, it 
seems, see their conceptual framework as being a matter of choice, agreed processes 
and a selection of phenomena determined by some authoritative body. Dean and 
Clarke also point out that the current demands for reform follow a well-trodden 
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path behind earlier corporate failures and other ‘crises’, such as periods of high 
inflation, and the inevitable demands for accounting to ‘clean up its act’. Little 
wonder that opinions on the likelihood and usefulness of a conceptual framework 
in accounting include such gems as ‘attempts to seek to base the authority for 
accounting standards on an agreed conceptual framework are bound to fail’ and 
“There isn’t going to be one conceptual framework that’s going to solve all the 
problems’. Dean and Clarke reflect on this apparent ‘sense of futility’ and emphas- 
ize, instead, the path of the natural sciences that leads to a recognition that the 
‘framework of legal, social and economic concepts underpinning orcinaty, every- 
day commerce is the CF of accounting’. 

In case there was any doubt of the need for a solid and clear base upon which to 
build a framework of accounting standards, both Loftus and Booth provide a litany 
of standards that are inconsistent with the conceptual framework and illogical in 
their own construction. Loftus explores in some depth the relationship between the 
Statements of Accounting Concepts and specific standards. She illustrates numer- 
ous examples of inconsistency, ranging from the misapplication of the definition of 
the reporting entity and inconsistencies in the treatment of jointly controlled and 
associated companies to difficulties in the application of qualitative characteristics, 
as required by the Australian Statement of Accounting Concepts No. 3 (SAC 3). 
Her conclusion that ‘Accounting standards tolerate different accounting methods 
at the expense of comparability’ cuts to the core of the current debate. If the 
existing standards do not enable investors to compare the performances of dif- 
ferent entities supposedly reporting under the same rules, then we must ask why 
we have accounting standards? 

Booth continues the theme, but his method is different. Starting with the 
definitions set out in various Statements of Accounting Concepts, he analyses the 
application of those definitions in specific accounting standards. In some cases, his 
analysis and reinterpretation takes him perilously close to the old debating trick of 
reductio ad absurdum. But the points he makes are telling. Some of the definitions 
are absurd because they are either meaningless or circular. Furthermore, as Booth 
points out, the definitions are not applied consistently because the outcome is, 
presumably, unacceptable to the accounting profession or its corporate clients. A 
‘political patch’ is applied, leading to the kind of inconsistencies that Loftus has 
already alluded to and illustrated’ There are other infelicities—such as the ‘prob- 
ability of future economic benefits’. This phrase has various interpretations ranging 
from ‘beyond any reasonable doubt’ through ‘convincing or other evidence’ to 
‘virtual certainty’. Booth questions why the recognition of different classes of assets 
is dependent upon different levels of probability and why those differences are not 
explained. He also points out that there is no explanation of why different levels of 
subjectivity are acceptable in the interpretation of the criteria expressed in SAC 4 
such as that which requires a ‘value that can be measured reliably’. This is not just 
an ‘asset problem’. Similar variations and inconsistencies are found and illustrated 
in the standards dealing with liabilities, revenues and expenses. 

Although Booth’s analysis is a crushing indictment of current accounting stand- 
ards, the paper is not altogether negative. Attached to it are two appendices relating 
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to assets and liabilities, and revenues and expenses. In each, Booth compares the 
key definitions in SAC 4 with those in the IAS framework and provides a ‘suggested 
amendment’ designed to overcome the defects he has identified in the Australian 
standards. The suggested form of the key definitions has the great advantage of 
being simple and consistent, but not everyone will agree with the outcome. For 
example, Booth points out that under his definitions neither purchased nor intern- 
ally generated goodwill would be recognized as an asset, while all resource rights 
acquired under a lease would be recognized. This raises the question of whether 
standard setters are able to stick to a set of principles, or whether the practice of 
providing a political patch for unpalatable outcomes will prevail. l 

The analysis presented in the first three papers from the Forum reproduced here 
establishes a clear case for both the need for a CF and am indictment of the existing 
framework. That indictment raises the question of what form the framework should 
take. Newberry addresses this issue in a novel but instructive way. She points out 
that a framework can take two forms: It can be a rigid structure that supports the 
whole apparatus that hangs off it; or it can be a hidden, flexible support for what- 
ever image is to be presented. The trouble with the latter is that it is too easy to 
change and it does not inspire confidence that the apparatus (in this case, account- 
ing standards) will be consistent, reliable, trustworthy and clearly understood. 
Indeed, the reason for preferring a flexible structure is that it is easy to change, can 
accommodate new fashions, and makes no pretence of the need to be internally 
consistent or to yield consistent results—hardly a good prescription for a reliable 
set of accounting standards! 

Newberry uses the metaphor of a physical structure to analyse the definition and 
interpretation of ‘net income’. She points out that, because of the lack of consistency 
between the Financial Accounting Standard Board’s (FASB’s) definition of income 
and conventional measures of assets and liabilities, the CF was unserviceable and 
analysts have increasingly concentrated on other numbers supplied by corporate 
accountants—the so-called ‘pro-forma’ or ‘street numbers’ such as EBITDA (see 
Schuetze, 2001). This is made possible because the underlying framework has been 
allowed to flex under the pressure of new demands from analysts and the advent of 
new financial instruments and corporate structures. Newberry also points out that 
those responsible for the FASB’s CF were regarded as reformers, but it did not 
take long for the counter-revolution to gather strength. The compromises, retention 
of acceptable alternatives and accommodation of street numbers that resulted from 
the ensuing debate are characterized by Newberry in her discussion of alternative 
concepts of income. The outcome is a far cry from the FASB’s avowed intention of 
developing a ‘coherent system of interrelated objectives and fundamentals’. 

A common question asked at the Forum was, ‘what purposes are being served 
by the CF?’ and several speakers (Newberry, Booth, Dean and Clarke) identified 
a degree of confusion and inconsistency in the stated ‘objectives’ of financial state- 
ments. Walker addressed the issue directly by analysing SAC 2, Objectives of General 
Purpose Financial Reporting. In order to assist in that analysis, he proposed four 
criteria which might be summed up as ‘clear expression’, ‘consistent with commercial 
practice’, ‘internal consistency’ and ‘comprehensive framework’. In the light of the 
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other papers presented here, it is not surprising that Walker found that SAC 2 
failed to meet any of the four criteria. 

A further problem identified by Walker is that SAC 2 accepted that general 
purpose financial reports are likely to be used for a variety of purposes or, in its 
own terms, multiple ‘objectives’. Those ‘objectives’ are not ranked and, as a con- 
sequence, the Statement cannot identify a clear focus for financial reports and the 
standards upon which they are based. This problem is exacerbated in Australia 
because the CF purports to cover all entities but, as Walker concluded: ‘The claim 
that the framework is applicable to entities in the “general government sector” just 
lacks credibility’. 

Perhaps the key element in the failure of the various standard setting bodies 
has been their inability to agree on, and embrace, a clearly articulated concept of 
measurement. All of the authors allude in some way to the critical importance of 
measurement in the representation of financial affairs, yet standard setters have 
steadfastly refused to address the issue. In proposing ‘A Way Forward’, Walker 
and Jones tackle the subject in a direct and unambiguous manner, pointing out that 
while SAC 4 states that both assets and liabilities can only be recognized if they 
can be ‘measured reliably’ there is no indication of what attribute is to be measured. 
Even the FASB’s attempt to list alternative attributes is half-hearted, because, in 
Newberry’s terms, the ‘counter-reformers’ responded to the CF with the FASB’s 
Concept Statement 5 (CONS) in which several valuation bases are listed, including 
‘historical cost’. The listing fails to recognize that the more common practice is to 
record assets at ‘cost less depreciation’, which is neither an historical cost nor even 
an identifiable attribute of the asset. 

Walker and Jones canvass a range of possible interpretations of ‘reliable’ and 
the attributes of both assets and liabilities that fit the stated functions (note, not 
‘objectives’) of general purpose financial reports. They conclude with ten recom- 
mendations designed to overcome the identified deficiencies in the various extant 
conceptual frameworks. In particular, they recommend that SAC 3 be deleted 
because the qualitative characteristics listed there do not provide a framework to 
guide standard setters and practitioners. In response to the challenge of identifying 
the key attribute of assets and liabilities they point out that only the net exit values 
of assets and the net settlement values of liabilities meet the criteria of reliability 
and relevance set out in the CF. 

While the primary attention of the Forum was the Australian CF, it is not 
possible to deal with that framework in isolation. Even without international har- 
monization, the Australian CF sits within an international structure under the 
aegis of the International Federation of Accountants (IFAC) and the (former) 
International Accounting Standards Committee (IASC). Nevertheless, following 
a series of corporate failures and professional gaffes, the movement towards inter- 
national harmonization now appears unstoppable. Jones and Wolnizer examine 
this latest trend and its implications for Australia. This has to be seen as part of a 
broad reform package known as the Corporate Law Economic Reform Package 
(CLERP) which pre-dated the current batch of corporate failures. The latest piece 
of the package—-CLERP 9—requires that Australia adopt international accounting 
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standards from January 2005. The tragedy of this demand is that Australia was 
in the forefront of accounting reform long before anyone had heard of Enron or 
WorldCom. More distressing for Australian accountants and their corporate cli- 
ents is the fact that Australia had recognized the essential characteristic of account- 
ing, which is that its function is to measure the current position and performance of 
entities that operate in markets. A logical consequence is that only those markets 
can yield the measurements necessary for accounting to carry out that function. 
Jones and Wolnizer leave no doubt that the adoption of international accounting 
standards, as they now stand, will be a retrograde step for Australia. Furthermore, 
the reform zeal, based on a ‘principles’ approach for which Australia was noted, 
rather than a ‘rules’ approach, will undoubtedly be stifled by the reactionary forces 
of the international accounting community. 

The final two papers reproduced here are illustrative of some of the wider impli- 
cations of adopting International Financial Reporting Standards. Bradbury looks 
at the specialized area of financial instruments. After tracing the history of the 
International Accounting Standards Committee’s attempts to deal with financial 
instruments, he highlights the movement away from the traditional exchange basis 
of recognition towards a contract basis. This movement is obviously incompatible 
with components of the CF that Dean and Clarke, Booth and others have identi- 
fied as being still strongly grounded in the historical cost model. But is that an 
exdmple of enlightened development and a move towards recognition of current 
market measures, or just another ‘political patch’ of the kind alluded to by Booth? 
The dubious nature of any possible enlightenment is further illustrated by Bradbury 
in relation to EDIAS 39. This exposure draft requires the initial measurement of 
financial assets to be ‘the fair value of consideration given’. Subsequently, measure- 
ment of those assets is also at ‘fair value’. The implication is that there is consistency 
in the measurement base, but as Bradbury points out, there is a (not so) subtle 
difference between the measurement of the consideration given and the subsequent 
measurement of the exchange value of the asset. That distinction appears to. have 
escaped the notice of the regulators! Furthermore, EDIAS 39 does not provide an 
explicit definition of ‘fair value’. While some will conclude that, to be consistent 
with the intent of EDIAS 339, ‘fair value’ must be an exit price, others will use the 
lack of clarity to promote the case for deprival values or some other measure. 

Bradbury also introduces a recent accounting term of dubious origin— 
‘derecognition’. The need to ‘derecognize’ some assets will arise when international 
standards are introduced, especially as the solutions arrived at in the U.S. and the 
U.K. are ‘very different’. This is further illustration of the complexity of accounting 
for financial instruments and the ‘considerable diversity in practice’ that will not be 
overcome by the CF as it now stands. 

In a similar vein, but with a different orientation, Staunton looks at the focus of 
the ‘CF and the need to define more clearly the scope of general purpose financial 
statements. The CF is made up of a number of building blocks, each supposedly 
dependent upon the others, yet the scope is open to a variety of interpretations. 
Staunton argues that ‘accounting’ is a generic term, although it is commonly used 
in relation to business. However, the Australian CF embraces government and 
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other not-for-profit entities, while the U.S. and U.K. versions do not. The lack of 
definition has also led to confusion about what Chambers referred to as ‘accounting 
species’—each with its own ‘peculiar form because it serves its own specific purpose’. 
Illustrations of the mixing of different species of accounting are found in the range 
of data found in accounting reports. These may be categorized as ‘conventional’, 
‘financial’, ‘economic’ and ‘social’. Without a better understanding of the nature of 
various data, and a more careful explication of their role in serving the function of 
accounting, Staunton argues that the CF cannot achieve its purpose. 

The forum papers presented here provide clear evidence of the shortcomings 
of the current CF and the likely consequences of the wholesale adoption of the 
LAS framework in Australia (and elsewhere) in 2005. An overriding criticism that 
emerges from the papers is that the CF lacks focus and is incomplete. In particular, 
as several authors have noted, a CF that does not address the crucial question of 
measurement in accounting cannot provide a sound base upon which an effective 
structure of accounting practices can be built. 

These criticisms are not new. As Dean and Clarke point out, history is repeating 
itself. There is little difference in the current reaction to corporate frauds and 
failures from those of earlier experiences. Applying political patches to a system 
that is inherently unstable, inconsistent and incomplete will not overcome the 
perceived excesses of managers or lead to a system of accounting that will service 
the needs of investors, employees, creditors and regulators. A CF that does no 
more than articulate a set of arbitrary or politically motivated rules cannot and will 
not serve the legitimate interests of the stakeholders of business and government 
enterprises. As the Forum on the Conceptual Framework illustrated in a host of 
different ways, the foundations of a sound conceptual framework of accounting 
can only be found in the everyday affairs of commerce. In that environment, 
money is the medium of exchange and the unit of measurement of the financial 
characteristics of goods and services, of obligations and of benefits received. If the 
function of accounting is to serve the needs of those who transact in markets, then ` 
that is where the foundations of a conceptual framework must be found. 
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An Evolving Conceptual Framework? 


The history of the conceptual framework (CF) exercise indicates more a 
search for a rationale for current practice than a re-affirmation of the 
legal, social and economic (especially financial) framework within which 
accounting is to function, and the necessary shape of a compatible system 
of accounting. Interestingly, issues similar to those presaging the forma- 
tion of the American Institute of Certified Public Accountants’ Wheat 
and Trueblood Committees (antecedents of the formation of the Financial 
Accounting Standards Board in 1973 and its CF project in 1976) are 
evident again today. Such events led to a reconsideration of the effective- 
ness of CFs in their current form as ‘constitutions’. Arguably, the frame- 
work of concepts underpinning ordinary, everyday commerce is the CF of 
accounting. The quest for a unique constitution-based CF of accounting, 
independent of observables, has been misplaced, insofar it is unnecessary. 
Arguably, if more attention had been given to the function of accounting 
the futility of the CF exercise could have been avoided. 


Key Words: Accounting; Conceptual framework, Constitution; Evolution; 
Function. 


A SCEPTICAL VIEW OF ACCOUNTANTS’ RESPONSES 
TO CRISES FACING THE PROFESSION | 


Whereas the talk of a conceptual framework (CF) for accounting is something of 
a post-World War II phenomenon, the groundswell for a definition of the under- 
pinnings of financial reporting had its gestation during the previous forty years. 

In its official mode, the search for a CF emerged in the early 1970s. This fol- 
lowed the ‘political crisis’ related to the setting of accounting principles by the U.S. 
Accounting Principles Board (APB), the accounting irregularities with the con- 
glomerate merger movement and several large, unexpected corporate collapses 
including those of Penn Central, National Student Marketing and Equity Funding. 
Those events presaged the U.S. Congressional interest that prompted the Moss 
(1976) and Metcalf (1977) inquiries. Nearly thirty years on there is a striking simil- 
arity with the possible effective demise of national standards setting bodies (e-g., 
the Australian Accounting Standards Board [AASB] and the U.S.A.’s Financial 
Accounting Standards Board [FASB]) and their replacement with the International 
Accounting Standards Board. 
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But the anxiety prompting the 1970s interest differed little from earlier crises as 
accounting theorists and practitioners struggled during the 1920s to cope with the 
financial statement distortions and anomalies of the kind that occupied the think- 
ing of Paton, Boer, Sweeney, Wasserman and the like (see Clarke, 1982; Tweedie 
and Whittington, 1984). Nor did it differ substantially from the underlying anxiety 
caused in the U.K. by the accounting anomalies exhibited in the Royal Mail’s 
financials or the discovery after the 1929 crash that the accounts of many highly 
prized companies (like Insull Utility Investments and Kreuger & Toll) were ‘full of 
water’ (Federal Trade Commission, 1935; McDonald, 1962). 

Arguably, the theses coursing through Paton’s Accounting Theory (1922), Can- 
ning’s The Economics of Accountancy (1929), the coalescing of Sweeney’s 1920s 
and early 1930s pieces in his Stabilized Accounting (1936), G.O. May’s Twenty-Five 
Years of Accounting Responsibility (1964), the American Accounting Association’s 
(AAA) A Tentative Statement of Accounting Principles (1936), the American 
Institute of Accountants’ (AIA) Statement of Accounting Principles (1938), Paton 
and Littleton’s (1940) An Introduction to Corporate Accounting Standards, Grady’s 
Inventory of Generally Accepted Accounting Principles (1965) and (say) the AAA’s 
A Statement of Basic Accounting Theory (1966) and Statement of Theory and Theory 
Acceptance (1977) were early, albeit partial and rudimentary, incursions leading to 
what now attracts the label CF. 

We take it that by CF is meant the underpinning of a general theory. Extracts 
drawn from sources discussing CFs reveal a distinction between the sources of 
those relating to the underpinnings of ideas in the physical sciences—observations 
of experienced phenomena—and those underscoring what are perceived to be the 
fundamentals in the social sciences—cerebral ruminations. Chambers’ (1995) An 
Accounting Thesaurus contains full reference details to the folowing quotations. 

In respect to the former observations we might note Whitehead (1933/1948, 
p. 183): 

Our coordinated knowledge ...is formed by two orders of experience... direct immedi- 

ate discriminations of particular observations... [and] our general way of perceiving the 

universe’ 


Homans and Curtis (1934/1970, p. 27): 


The first conceptual scheme for all the sciences is the common-sense world... is a frame 
... Somehow constructed by the mind, by which the mind classifies sense experiences; 


Bohr (1958/1961, p. 67): 


When speaking of a conceptual framework, we refer merely to unambiguous logical rep- 
resentation of the relation between experiences; 


Taylor (1970, p. 53): 
in the case of scientific explanation, the norm is discovered, not given... only ... identified 


and characterized in a certain way that the phenomena can be exhibited as all being 
variations in the same fundamental dimensions; 
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and Hanson (1972, p. 46): 


Copernicus’ heliocentric alternative ... [offered] a theory [of] ...a physical account of what 
sort of things such objects [as planets] really were. 


In contrast, the experiential imperative has not been perceived as such a critical 
element in the development of an accounting framework. Indeed, one.might take it 
that the accounting perception of the developmental sequence is the reverse. As 
Vatter (1947, p. 1) explains, accounting ‘knowledge is oriented...a pattern of 
ideas is brought together to form a consistent whole or frame of reference to which 
is related the operational content of that field’. No mention of observations there— 
only a consistent set of ideas, presumably whether supported or devoid of what can 
be observed or experienced being of little concern. 

In that respect Vatter’s focus is representative of accounting views on the matter. 
Storey (1964, p. 60) explained that: 


principles distilled from practice are... meaningless unless and until a conceptual frame- 
work is developed which gives meaning to the procedures... Building a conceptual 
framework . .. will be at once both the reasoning underlying the procedures and a standard 
by which the procedures are judged in a long run process. 


According to Stamp (1970d, p. 102), rather than providing information generally 
relevant to all, such a framework ‘provides measurements relevant to the observed 
needs of users’ which Feller (1974, p. 396) observes is: 


arguably individually relevant to them... [and] guides the selection of events to be 
accounted for. 


And the FASB notes (1976a, p. 2), the framework entails ‘fundamentals that can 
lead to consistent standards’. 

Again, drawing on Chambers’ Thesaurus (1995), it is not surprising against that 
background that Rappaport (1977), Stamp, (1970d), Hopwood and Bromwich, (1984) 
and Weil (1984) appear resigned to the futility of generating an algorithm of con- 
cepts that will solve every accounting conflict. Yet in the arguably no less complex 
setting of the physical sciences and the social sciences other than accounting, there 
is a strong pervasive theme that a functional CF is to be reflective of a ‘system 
of ideas’ (Whitehead, 1933/1948), experiential based ‘common-sense’ (Homans 
and Curtis, 1934/1970), ‘experiences’ (Bohr, 1958/1961), ‘facts’ (Conant, 1964), 
abstraction of the ‘real world’ (Caws, 1965) and ‘fundamental dimensions’ (Hanson, 
1972). 

Many of those seeking a CF for accounting have seemed compelled to create, 
invent, define, when what is observable is not to their liking, or is not observable 
but would be a good ‘fit’ if it were. Elsewhere, driven by corroborable observations 
of the way things are, the ‘stuff of the real world rather than inventions of the 
mind are to the fore. Interestingly, despair enters Chambers’ (1995) selected 
observations only when CFs are discussed in the context of accounting. Set within 
his perception that the function of accounting was to provide financial information 
on the wealth and progress of companies, the observable legal, social and economic, 
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especially financial, realities in which a serviceable accounting must function, ably 
described and delineated its necessary CF. There was no need for inventions! No 
need for descriptions of the setting in which business operates to be other than 
what every individual knows it to be. For there can be little serious dispute that the 
functionality of accounting depends upon its capacity to provide financial informa- 
tion which is consistent with: the legal constraints on business affairs; the social 
norms that drive an orderly, humane commercial society. Further, accounting must 
conform to the economic facets of commercial affairs in general and the everyday 
usage of money and the making of monetary calculations. 

Perhaps that has been too simple an approach for the members of the account- 
ing profession. The penchant for setting accounting outside the everyday commer- 
cial experiences of accountants is perceived by some to be a conspiracy to elevate 
its claim to the highest level of professional expertise—to having its own unique 
differentia specifica. Perhaps the muddled thinking of accountants arose primarily 
from looking outside everyday experience for the underpinnings of accounting’s 
place in the scheme of things commercial. The questionable practices such think- 
ing spawned have forced the profession to defend almost continuously for over 
eighty years. 


When Heat Is Turned up—Now and in the Past 
In that setting it is instructive to contemplate the similarities of current reform 
proposals with the tactics of the profession and regulators in the 1930s and 1970s. 
The promise to ‘clean up accounting’s act’ was to be achieved by more clearly 
articulating the fundamental ideas—‘the search for the principles’ —underpinning 
accounting practices and financial reporting disclosure and monitoring mechanisms. 
On each occasion the drive appears to be to protect the essentially co-regulatory 
reporting mechanism with the profession’s significant influence being retained. 
Under scathing attack from the likes of Ferdinand Pecora (1939), George O. 
May’s professional oratory cut the accounting profession in for its share of 
Roosevelt’s New Deal measures to put ‘truth into securities’—the ultimate of cor- 
porate governance sentiment—by means of the 1933 and 1934 legislation setting 
up the Securities and Exchange Commission. The profession had established its 
self-regulatory status and the importance of being a major player in the emerging 
co-regulatory regime (Chatov, 1975). But the threat of government intervention 
were the profession to fail to inject accounting statements with Roosevelt’s ‘truth’ 
nurtured attempts to articulate the main principles underpinning accounting. The 
American Accounting Association’s 1936 Accounting Principles Underlying Cor- 
porate Financial Statements, and Sanders, Hatfield and Moore’s 1938 A Statement of 
Accounting Principles (sponsored by the AIA) are indicative of the perceived need 
for it to be seen that the thinkers of the accounting discipline were as much on the 
job as its practitioners. That set a pattern in which the practitioner and academic 
arms of the profession have independently pursued the high ground of accounting 
principles. Examples are the specification of accounting principles by the AAA 
in its 1957 Accounting and Reporting Standards for Corporate Financial Statements, 
opinions and statements emerging from the AICPA’s Accounting Principles Board 
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after its formation in 1959, the AICPA’s Accounting Research Studies of account- 
ing issues in the 1960s, the AAA’s Statement of Basic Accounting Theory (1966) 
and the like, culminating in the creation of the FASB in 1973 to articulate formally 
the fundamental principles through a series of profession endorsed accounting 
standards. Somewhere the specification of principles became blurred in the mire of 
rules for their implementation. The FASB’s CF project was conceived to bring the 
matters back on track. , 

Similar to the sentiment that drove the profession’s defence of its primarily self- 

regulatory regime in the 1930s, the impact of faulty accounting has fuelled measures 
to purge corporate activity of its persistent ills in the new millennium. The corporate 
governance push now drives the current debate, emphasizing the need for principles- 
versus rules-based accounting standards. Now, in the U.S.A. and elsewhere (e.g., 
Australia), there is seemingly general support for the types of corporate governance 
mechanisms put forward in the 2002 Sarbanes-Oxley Act. The requirement that 
CFOs and CEOs attest to the truth of the data contained in financial statements 
has comparable requirements in Australia’s proposed CLERP 9. Underpinning the 
discussion surrounding those legislative reforms is an expectation that accounting 
is to be a principles-based rather than a rules-based regime. Yet, what those ‘prin- 
ciples’ ought to be and any distinction with ‘rules’ appears as contestable now as it 
was in the 1930s (Chambers, 1964). 
- That background invites the implication that the entire CF exercise in account- 
ing has been more the profession’s response to stave off losing its significant role in 
the co-regulatory reporting regime than a serious attempt to clean up the system of 
accounting. That view is supported by the contemporary revelations regarding the 
reported alleged ‘ganging-up’ on the Andersen firm to make it the scapegoat for 
the U.S. accounting and auditing scandals as part of the profession’s defence of its 
power base on Capitol Hill.' 

It is instructive to note that in the past the profession’s resolve to define the 
underpinnings of conventional practice—to search for ‘principles’—has diminished 
once the threat of unwelcome external intervention in its business dissipated 
(Chatov, 1975; Clarke et al., 2003, esp. chaps 2, 3, 6, 10). Had the profession exhib- 
ited serious resolve, one might have expected the 1970s-—-80s U.S. CF exercise and, 
say, the development of the Australian Statements of Accounting Concepts, to 
have not been somewhat put on hold. That delay is evidenced by the lengthy hiatus 
between the early concepts statements and the measurement concept statements 
(see Walker and Jones, 2003). 

In the wake of the new millennium wave of corporate collapses and the so-called 
accounting irregularities in the U.S. in particular, a new-found sense of urgency has 
emerged. Under the banner of a general push for enhanced corporate governance, 
corporate financial reporting and auditing have been scrutinized again, with an 
implied intent to clean them up. But although the rhetoric has taken on the mantle 


' As reported in Washington Post, 5 May 2002. One might contrast this with the 1970s, when one of 
the then Big Eight (Peat Marwick Mitchell) was under investigation following a series of large 
corporate dilemmas (see SEC, 1975). 
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of serious reform, the capitalization-of-expenditure-based system that underpins 
conventional historical cost-based accounting has remained virtually untouched. 
Instead of the fundamental underpinnings of accounting and reporting being worked 
over, it is the standard setting and monitoring infrastructure of the system that is in 
the sights of most of the governance measures being promoted (e.g., the 2001-02 
official reports, the Ramsay Report, the JPCAA Report 391, CPA Australia’s The 
Way Ahead—a New Financial Reporting Framework and the self-regulatory over- 
sight proposals of the remaining Big Four firms). 

There is no evidence, for example, that the ‘principles’ underpinning Enron’s 
front-end-loading of ‘profits’ expected from its energy futures; WorldCom’s alleged 
capitalization of operating expenses; HIH’s capitalization of myriad expenses; Waste 
Management’s revision of its truck fleet amortization practices; or HIH’s, One.Tel’s, 
Sunbeam’s or Xerox’s revenue recognition practices will be raked over, and if 
found wanting, expunged from conventional practices. In contrast, the nature of 
the primarily infrastructure-oriented reforms is evidence that there may be a more 
definitive specification of what effectively amounts to the rules governing when 
these practices may be employed. It is as if the principles underpinning conven- 
tional practice are sound in terms of both financial calculation and the reporting of 
financial outcomes, and that only their application was at fault. 

The development of an accounting CF has the appearance of being more directed 
at how accountants use the current practices than whether the practices are service- 
able mechanisms for showing the wealth and progress of companies. The risk is 
that the current brouhaha over, and responses to, the accounting elements of, say, 
the HIH and One.Tel failures and the post-2000 U.S. accounting scandals—invok- 
ing a stated desire to have ‘principles-based’ rather ‘rules-based’ standards (SEC 
Staff Study, 2003)—will be mistaken for a resurrection of the CF exercises and the 
resolution of a workable framework. 


THE CURRENT STATE OF PLAY’ 


The new millennium presaged the end of an eighteen-year bull market—one of the 
longest of the twentieth century—with the passing of the dot.com and telco hype, 
and the emergence of significant turbulence, loss of confidence on corporate financial 
markets generally, and unease with corporate governance in particular. The Long 
Term Capital Market rise and fall in 1998, the demise of many dot.coms in early 
2000, as well as the financial difficulties experienced by several large, old and new 
economy companies, like HIH, Harris Scarfe, One.Tel, Pasminco and Centaur in 
Australia, Enron and WorldCom, Waste Management, Qwest, Freddie Mac, Ahold, 
and Adelphia Communications in the U.S. characterize the setting. 

Arguably the major financial markets may be experiencing turbulence of an 
extended nature. Mutual fund and pension investment firms retreated from 
investing in the stock market after May 2000 and moved their funds into cash and 
other perceived ‘safer investments’. This caused substantial and involuntary wealth 


2 The following subsection draws on the Foreword to Clarke et al. (2003). 
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redistributions and injected increased volatility in the stock market indices world- 
wide (Cassidy, 2002). 

Clarke et al. (2003) note that reduced collateral has placed pressure on those 
who had borrowed to sustain their share investments. Concerns exist that the 
declines in the stock market could spill over into the real economy and may cause 
the oft-disputed U.S. speculative bubble to burst. This would inevitably affect 
other stock markets, such as Australia’s. Such implied ‘effects’ rebuke the myth 
that market declines produce only paper losses. 

World capital markets’ participants, academics and regulators alike had eulo- 
gized throughout the 1990s the benefits of the newly coined ‘new economy’, and 
associated new methods of valuing companies as P/E multiples reached peaks seen 
ominously on only a few previous occasions—the twentieth-century ‘market bubbles’ 
of 1929, 1969 and 1987 (Fischer, 1996; Kindelberger, 1997). 

As with those previous booms, U.S. Federal Reserve Chair Greenspan’s (1996) 
observation of ‘irrational exuberance’ appeared to have been partly responsible 
for what Kenneth Galbraith (1971, p. 152), referring to the 1920s boom period, 
described as the ‘inventory of undiscovered embezzlement’. Those ‘in the know’ 
had rejected the claims that the end of the second millennium would prove to be 
different. This was no financial bubble. The unbridled optimism of the capacity for 
expansion in the U.S. broadband Internet access fed on the idea that technological 
developments, the impact of the baby-boomers and the information revolution had 
created new ways of creating and measuring sustainable shareholder value (see 
Jacobs, 1999; Jeter, 2003; Malik, 2003). Recurrent, telltale symptoms of macro fin- 
ancial problems, linked to excessive merger and acquisition activity (often heavily 
debt financed) that was near its zenith, were ignored. Perhaps somewhat remark- 
ably, this was just as had occurred in episodes like Holland’s 1600s Tulipmania, the 
U.K.’s 1700s South Sea Bubble, the nineteenth-century railway manias, and the 
1920s investment boom (everywhere) presaging the 1929 Great Depression. 

But for many, events on capital markets in April/May 2000 portending the crash 
of the dot.coms were to change the market’s euphoria. Share price indices for 
technology stocks tumbled 40, 50, 60 per cent across various capital markets, as 
billions of dollars were wiped off corporate market capitalizations, especially off 
those eulogized new economy companies. Three years on, those indices remain 
much lower than the 2000 levels. Dot.coms became part of the tech-wreck flotsam 
as many either went into liquidation or were taken over by the surviving ‘old 
economy’ companies. Within a year or two of the new millennium the financial 
meltdown in the main stockmarkets would subsequently affect many old-economy, 
merger-driven conglomerates like Enron, Vivendi, WorldCom, Waste Management, 
Global Crossing and others. As before, few appear to have ‘seen the similarities 
between the latest crises and those of preceding generations. The latest boom/bust 
era has generated new labels, like ‘new economy companies’, and rather than 
creative accounting we now hear of ‘aggressive’ accounting and ‘pro forma earn- 
ings’ and the ubiquitous ‘earnings management’. From an accounting and financial 
management perspective it was merely more of the same. The underpinning frame- 
work of rules based on faulty ideas remains. Loose accounting and an inadequately 
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informed capital market have combined to produce a lack of investor confidence 
in the market and, predictably, the bears took over from the bulls, although by late 
2003 there were signs that the bulls may be back. The ‘old’ cries for better quality, 
more ‘transparent’ accounting have re-emerged. Clearly these events demonstrate 
that there is nothing new under the sun. Disputed claims that some countries had 
better accounting standards, or principles-based rather than a rules-based systems, 
have enjoyed popular currency (Schipper, 2003; SEC Study, 2003). Much of this 
was ill-informed, without foundation (Clarke, et al., 2003). 

There is evidence that perceived poor quality financial reporting is a major 
factor in the continued criticism of accounting and auditing practices following 
large, more often- than not unexpected, corporate collapses. For whereas looming 
failure might well have been suspected in many instances, as perhaps indicated by 
continually falling share prices that reflect what would be the likely return to 
shareholders and creditors, the speed with which entire corporate structures were 
dismantled clearly was not. What is occurring in the first few years of the new 
millennium indicates that the unexpected nature of some of the failures, the speed 
at which entire corporate structures are demolished without time for remedial 
action, turnaround, and the implications for accounting have been insufficiently 
heeded. A progressive failure of a company may well bring about a complete 
breakdown of its structure too, but without the element of surprise. Company 
failures of that variety are not on our radar as much as how accounting data appear 
often to mask any trends that would indicate impending failure. There are not any 
sound economic reasons why any inefficient corporate use of resources should be 
perpetuated. Arguably, firms not providing an adequate return commensurate with 
the attendant risk should be put to rest and the resources put to better use elsewhere. 
Accounting as an instrumentation has a unique role to play in this process. It is the 
lynchpin of corporate governance. 


FRAMEWORK FUNDAMENTALS? 


The importance of examining the ‘intellectual foundations of accounting’ was 
highlighted by a recent U.S. academic forum on that topic, culminating in the 
reproduction of papers in the AAA’s Accounting Horizons, under the title, 
‘Commentary—Some Thoughts on the Intellectual Foundations of Accounting’ 
(June 2002, pp. 157-68). The ‘Commentary’ acknowledges there is little reference 
to non-U.S. works contributing to the debate. That omission is redressed here. In 
the Accounting Horizons commentary, reference is made to Joel Demski’s 2004 
Presidential address to the American Accounting Association (see Demski et al., 
2002) in which he observes ‘a quiet malaise’ in the accounting academy with symp- 
toms of ‘flat progresses’ and the reappearance of ‘tribal tendencies’ leading him to 
conclude that there was a need for ‘reinvigorating accounting scholarship’—argu- 
ably by going back to the discipline’s roots—perhaps by forging a CF. Perhaps not! 

Others have suggested that there is a need to consider whether a ‘rules-based’ 
versus a ‘principles-based’ standard setting regime should apply (Schipper, 2003; SEC, 
2003). But this would seem to us to be venturing back to an existing intellectual 
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groove—to the familiar framework debate. Chambers (1996), Gore (1993), Solomons 
(1986), Ijiri (1982) and Peasnell (1982) provide useful background in this context. 
Generally, those contributions provide an account of the ‘quest for a framework’ 
as a constitution. This aspect will not be canvassed here other than by way of a 
brief summary below.’ 

Chambers (1996, p. 119) sets the groundwork for our analysis of whether there is 
an evolving CF in accounting. Drawing on a long held view of accounting being a 
technology—examinable like any scientifically grounded artifice, he observed: 


Frameworks for thinking about experiences and occurrences have long been the basis of 
organized knowledge and technology. They consist of sets of descriptive statements about 
what commonly occurs and what is therefore possible. The term CF has been given an 
entirely different interpretation in accounting—a ‘constitution’, prescribing the nature of 
accounting and its products. 


As noted in a previous section, Chambers’ Thesaurus (1995) provides examples 
from many other authors with similar views about what a CF should entail. - 

Although most accountants would deny that accounting methods and procedures 
‘are but senseless rituals’ devoid of ‘reason or substance’ (Vatter, 1947, p. 1), the 
recurrent criticisms and political machinations throughout most of the twentieth 
century resulted in an acknowledgment of perceived weaknesses and anomalies 
in the existing hybrid accounting model (MacNeal, 1939; Edwards and Bell, 1961; 
Chambers, 1966; Sterling, 1970), albeit primarily a capitalization of expenditures 
model. This necessitated the development of a ‘conceptual structure’—a structure 
which William Vatter (1947, p. 1) describes as ‘a pattern of ideas brought together 
to form a consistent whole or a frame of reference to which is related the opera- 
tional content of that field’-—views consistent with those of Chambers and others 
mentioned previously. 

For over eighty years in Anglo-American countries that need has been under- 
pinned by criticisms of various accounting practices, including those of Paton (1922), 
Canning (1929), MacNeal (1939), Spacek (1959), Chambers (1966) and Sterling 
(1970). Sweeney in his Stabilized Accounting (1936) appositely captured the prob- 
lems with extant accounting with his trichotomy that accounting information was 
(a) irrelevant for decision making, (b) based on mathematically unsound principles 
and (c) incomplete. Then, the Financial Accounting Standards Board (FASB, 1976) 
elaborated on the factors eroding the credibility of corporate financial reporting: 


acceptability of more than one method of accounting for the same facts; 
ready adoption of less conservative accounting methods; 

anticipation of profit in long-term projects; 

using reserves for the artificial smoothing of fluctuations in earnings; 
failure of financial statements to warn of impending liquidity problems; 
inconsistencies in the capitalization of certain expenditure; 


Some material in this subsection is reproduced from chapter 3, ‘Accounting and Financial Reporting: 
An Evolving Framework’, of Company Financial Statements, Butterworths, 1988, which was prepared 
by the authors and Russell Craig. 
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e over-optimistic estimates of recoverability; 

e unjustified non-disclosure of departures from standards or other unfavourable 
information, on the grounds of materiality; and 

e emphasis on form rather than substance. 


The FASB (1976, pp. 4-5) concluded that such criticisms resulted in scepticism 
concerning financial reporting, which in turn injected the capital market with 
uncertainties and imperfections. Those assessments enjoy a currency in the new 
millennium as the alleged ‘accounting and auditing irregularities’ (typified by the 
revelations at [say] Enron in the U.S. and HIH in Australia) are being accused in 
the financial press of causing market participants worldwide to reassess the service- 
ability of accounting data (Clarke et al., 2003, chap. 1). 

Following in the genre of Zeff’s (1971) Forging Accounting Principles in Five 
Countries, Peasnell (1982) and Gore (1993) examined the political intrigues induc- 
ing the declarations by many in the accounting profession that a CF was a prius. A 
search for a research-driven approach to standards setting was deemed critical in 
order to gain an acceptable set of accounting principles or standards. Newberry 
(2003) notes that when ‘the Financial Accounting Standards Board [FASB] em- 
barked on its conceptual framework [CF] project in 1976, it anticipated that the CF 
would provide an authoritative and “coherent system of interrelated objectives and 
fundamentals” (Storey and Storey, 1998, p. 85, quoting CON6)’. 

The lack of an acceptable framework to provide the logical justification for the 
accounting standards was seen as the cause of first the extant ‘principles’ and then 
the ‘standards’ being merely the assertions of the professional associations. Thus, it 
was argued that the accounting standards have not been recognized or accepted as 
definitive truths derived through a process of reasoning from known and agreed 
basic concepts. Criticism has been particularly trenchant on those occasions when 
an authoritative accounting body has had to revise drastically the requirements of 
a previously promulgated accounting standard. Consider some examples. The U.S. 
Senate’s response to the accounting profession’s statements on the investment tax 
credit problem (see Zeff, 1971, p. 221) and the FASB’s dilemma on the subject of 
accounting for foreign currencies are illustrative of that. In Australia in the early 
1970s several State Corporate Affairs Commissioners intervened in the standard 
setting process on the issues of tax effect accounting and depreciation on buildings. 
The Victorian Corporate Affairs Commissioner’s intervention in 1974 led to the 
accounting profession issuing a revised tax effect accounting standard in 1976 
(ASRC, 1978). 

Regarding the set of professional rules in the 1980s, one of the then Big Nine 
accounting firms commented: 


The governing rules today have evolved largely through the experiences of accountants in 
dealing with uncertainties in identifying, analyzing and reporting different kinds of trans- 
actions as they have occurred. Precedents and analogies have played a large part. So have 
unfortunate experiences, which have tended to make some accountants a cagey, difficult- 
to-convince lot. Those involved in auditing, in particular, have encouraged rules based on 
hard, verifiable evidence. The body of today’s accounting rules, therefore, is not a neatly 
designed, tightly constructed whole. The rules are sometimes inconsistent, not being part 
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of a clear plan that logically leads users to similar conclusions when presented with 
comparable facts. The accounting profession needs a goal. (Arthur Andersen & Co., 1984, 


pp. 6-7) 
Such illogicalities had led Chambers to lament over twenty years earlier that 


if rules are not formulated with reference to general laws or ideas of some kind then it is 
quite pointless to speak of rules and or to write textbooks about them. It is largely 
because the tests of ‘utilitarian-ness’ and the general ideas or laws which underlie 
accounting rules have not been made explicit that the body of accounting practices now 
employed contains so many divergent and inconsistent rules... Recognition of this has 
given rise to the belief that some rigorous and extensive examination is necessary and to 
demands that such an examination be undertaken. (Chambers, 1963, pp. 3, 4) 


But the regulators had a different view. Quasi-legislative recognition of the need 
for a constitution-based CF in Australia is noted by Walker: (1987, p. 277) “The 
ASRB’s [Accounting Standards Review Board’s] brief was “to foster the develop- 
ment of a ‘conceptual framework’ of accounting . . . [because without it] it would be 
difficult to ensure that approved accounting standards ‘were logically well developed 
and consistent’ ”’ 


Financial Statements and Financial Reporting Distinguished 

Although it is now fashionable to talk in terms of the ‘objectives’ of accounting 
and the ‘objectives’ of published financial statements, Chambers (1976) claimed 
this looseness has itself created problems. He suggested that it is preferable to 
speak of the functions rather than the ‘objectives’ of financial statements, a matter 
pursued by Walker (2003) and below. To date the profession rejects this line of 
reasoning and reference is still made to accounting objectives in the professional 
literature. Perhaps herein lies one reason why, when the urge to discover the 
underpinning framework has existed, it has faltered well short of its goal. 

When the FASB was formed in 1973 it immediately commenced work on the 
development of a CF. The Appendix below contains some of the myriad profes- 
sional publications that subsequently discussed the CF (Staunton, 2003, explores 
the pyramid structures of the ensuing framework). 

Importantly, the FASB was quick to distinguish between ‘financial reporting’ and 
‘financial statements’. ‘Financial reporting’ is regarded by the board as a term broader 
in scope than ‘financial statements’. While conceding that ‘financial reporting’ and 
‘financial statements’ have essentially the same ‘objectives’, the FASB agree that 
reporting may involve the provision of useful information by means other than the 
preparation of financial statements. Thus, although financial statements are recog- 
nized as a central feature of financial reporting, the latter may include other means 
of communicating information about an enterprise such as managers’ forecasts or 
other descriptions of plans or expectations. 


INHERENT LIMITATIONS OF FINANCIAL STATEMENTS 


Inherent limitations are evident at macro and micro levels. Regarding the former, 
one consequence of the boom and bust economic cycles over the past two centuries 
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has been the repeated questioning of the adequacy of accounting information in 
mitigating the extent of these cycles. One commentator to discuss this linkage was 
Haberler in Prosperity and Depression (1937). 

Hlustrative of micro limitations are attempts at distress prediction. Often when 
a large company fails, or more importantly is placed under administration unex- 
pectedly after the release of ‘clean’ financial statements, the role of the auditor and 
the function of financial statements have become the subject of inquiry. Similar 
inquiries have recurred whenever Western capitalist systems have been placed under 
economic strain (Clarke et al., 2003). An early instance of such questioning occurred 
after the Great Depression, particularly in the United States. Following the identi- 
fication of apparent abuses by the directors of banks and other public companies, 
the Congress instituted inquiries (subsequently referred to as the Pecora Hearings) 
and the integrity of the financial markets, conflicts of interest, accountants and 
accounting practices were major issues, Just as they are today. Among other things, 
Pecora and the other investigators sought a response from the accounting profes- 
sion on the apparent inadequacy of information contained in financial statements 
and George O. May, the profession’s spokesperson, provided the reply which has 
been echoed in more recent professional reports (e.g., the 1978 Cohen Commission 
and the 1987 Treadway Commission). The title of May’s reply captured the essence 
of his thoughts: ‘The Limitation of Accounts’ (1932). His apologia had a ring 
familiar to the modern day ‘expectations gap’ mantra. May had stressed that the 
problem arose because of unrealistic expectations on the part of users of accounts 
regarding the information content of financial statements. This interpretation of 
the problem led to the promotion of the bizarre solution of educating users in the 
limitations of information contained in financial statements! One suggestion was 
that the pro-forma wording in the auditor’s opinion should be changed to highlight 
the limitations of the opinion (Treadway, 1987). 

It is our view that these limitations arose because each of the required financial 
statements is partly a statement of fact and partly an expression of opinion. More- 
over, in so far as they are statements of fact, they record facts which depend, to a 
material extent, upon decisions of the authority responsible for presenting the 
statements. In addition, the facts presented in a statement of financial position and 
statement of financial performance are necessarily limited to those which can be 
measured in monetary terms and are ascertained in conformity with accepted con- 
ventions and accounting standards. The conventions of accounting and their applica- 
tion often result in the information in conventionally prepared financial statements 
being misunderstood. 

The gap between users’ expectations and the reality contained in financial state- 
ments led to a crisis in the United States in the late 1960s and early 1970s. It 
resulted in the profession forming the so-called Schism committees. Their frames 
of reference were to examine the widening gaps between the expectations of users 
and the reality of what was included in financial statements and what was implied 
by the wording in an auditor’s report. The response of these committee deliberations 
was a reaffirmation of George O. May’s ideas. The public needed to be educated 
about the limitations of information in company accounts! 
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Macro and micro limitations are evident also in conventional accounting’s in- 
ability to account for inflation. In 1936 Sweeney had recognized that historical 
cost accounting was incomplete because it failed to account for all value changes, 
specifically those due to changes in the ‘value’ of money. Others, such as Middleditch 
(1918), Paton and Stevenson (1918), Bauer (1919), Paton (1920, 1922) had also 
noted this deficiency and had suggested forms of inflation accounting to supple- 
ment the existing historical cost accounts. Professional proposals have invariably 
suggested supplementary financial statements, adjusted to show the effects of 
changes in the purchasing power of the monetary unit, as a means of overcoming 
distortions in historical accounting data resulting from the continuous inflation 
experienced in the world’s major economic nations (see Clarke, 1982, and Tweedie 
and Whittington, 1984, for a detailed analysis of professional attempts at incorpor- 
ating in accounts the effects of inflation from 1963 to 1980). 

In the early 1980s the Australian professional accounting bodies issued Statement 
of Accounting Practice SAP1, Current Cost Accounting, strongly recommending that 
all entities publish current cost financial statements as a supplement to the conven- 
tional statements. This would include what we now term a statement of perform- 
ance, a statement of financial position and a statement of change in shareholders’ 
equity. This has been retained notwithstanding the move away generally (world- 
wide) from prescription of any form of inflation accounting by the profession (see 
Pong and Whittington, 1996). 

There are other areas where inherent limitations exist. In the published financial 
statements of companies, opinion and financial policy exercise a noticeable influ- 
ence. Under conventional accounting the preparation of a performance statement 
and a statement of financial position entails a series of apportionments of income 
and expenditure. Income deemed to have been earned during a given accounting 
period, and expenditure deemed to have been exhausted in the earning of that 
income, are brought together, compared, or ‘matched’, in the performance statements 
for that period. Income received, but not yet earned, and expenditure incurred, but 
not yet exhausted, are carried forward in the statement of financial position, with 
the intention that they shall be brought into the performance statements of future 
periods. These apportionments are based on certain well-established (though gen- 
erally unchallenged) rules, and hitherto orthodox conventions and doctrines of 
accounting. In the formulation of accounting conventions and doctrines, conservat- 
ism (in its derived sense of caution) has been the overriding consideration. 

In some cases, the application of conservative accounting conventions to known 
facts has been carried to extreme lengths in the interest of financial prudence. 
Curiously, the financial virtue that has been perceived to reside in the deliberate 
understatement of financial outcomes has been denied in respect of deliberate 
overstatements of them. Performance statements and statements of financial posi- 
tion are conditioned by accounting convention, opinion and financial policy. Profit 
disclosed by a performance statement is to be interpreted in the light of accounting 
precepts of profit determination and considered an expression of opinions formed 
with special regard for a perverted notion of financial prudence. Furthermore, the 
‘assets’ shown in the statement of financial position must be understood as being 
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‘assets’ in a specialized accounting sense—such as rights to future economic benefits, 
hence capitalized expenditures. A detailed analysis of the implications of these con- 
ventions and doctrines appears in Chambers (1964). Importantly, he notes that these 
‘rules, doctrines and conventions’ are often described inappropriately as ‘principles’. 


THE FRUITLESS AND UNNECESSARY SEARCH FOR THE CF 


It has been suggested that developments in Australian CF thinking have mirrored 
those in the U.S. (e.g., Jones and Wolnizer, 2003; Walker and Jones, 2003). Follow- 
ing the criticisms noted above of the capitalization-of-expenditure-based system 
and proposed alternative accounting systems by academics (e.g., Matthews and Grant, 
1958; Chambers, 1966) and a brief reference to the need for a framework when the 
Australian Accounting Research Foundation emerged in 1967, a virtual hiatus 
occurred until the Australian Accounting Research Foundation (AARF) was re- 
structured in 1979 and the CF project was again placed on the agenda. Of course 
by that time the U.S. CF project had begun. 

Against that background the AARF described a ‘Conceptual Framework’ as a 
‘set of interrelated concepts which will define the nature, subject, purpose and broad 
content of financial reporting. It will be an explicit rendition of the thinking, which is 
governing the decision making of the AASB and Public Sector Accounting Standards 
Board when they set down requirements, including accounting standards’ (AARF 
Series No. 1: AICPA, 1987). This description is similar to that used by the FASB in 
its CF exercise and several articles in this forum explore those dévelopments. 

Figure 1 of Staunton (2003, which appeared in ASRB Release 100) is a diagram- 
matic representation of the tentative building blocks of this project. While similar 
to diagrams produced by the FASB as part of its CF project, it needs to be recog- 
nized that in the U.S.A. the project has been undertaken separately by the appropriate 
public and private sector bodies. In all such exercises, however, the critical feature 
was that they entailed a constitution of related elements. 

Consider AARF’s four Statement of Accounting Concepts (SACs) which draw 
upon levels 2, 3 and 4 of the 1990 Figure 1 Framework: SAC 1, Definition of the 
Reporting Entity (AARF, 1990a), SAC 2, Objective of General Purpose Financial 
Reporting (AARF, 1990b), SAC 3, Qualitative Characteristics of Financial Informa- 
tion (AARF, 1990c), and SAC 4, Definition and Recognition of the Elements of 
Financial Statements (AARF, 1992). SAC 4 attracted considerable complaint and 
criticism, causing it to be withdrawn and then to be re-released in amended form. 
Walker and Jones (2003) recount that, while the measurement project seems to 
have fallen into a hole in Australia, the FASB introduced its measurement concept 
statement, FAC 7, in 2000. It will be of interest to see what emerges post 2005 in an 
International Financial Reporting Standards regime. 


RECOMMENDATION: WHITHER A UNIQUE ACCOUNTING CF? 


The quest for a CF has been motivated repeatedly by the complaint and criticism 
over many decades of the inherent limitations in conventional accounting when 


292 


AN EVOLVING CF? 


companies fail unexpectedly and their audited financials are found to have been 
misleading, and during boom/bust economic conditions and inflationary spirals 
when accounting is found to provide poor signals. In all cases the conventional, 
primarily capitalization-of-expenditure-based accounting system fails to provide 
data indicative of entities’ wealth and their progress. 

With that backdrop the CF exercises have been shown to have engaged more in 
a search for explanations of the ideas underpinning conventional practice than the 
articulation of the concepts with which accounting data must conform if they are to 
be serviceable for determining the wealth and progress of entities and for deriving 
their salient financial characteristics. 

In this respect the CF exercises do not represent an evolution, at least not in that 
word’s usual connotation of ensuring the survival of-the fittest. For many of the 
current practices that are in accord with those frameworks produce data that are 
no more serviceable than the data of past decades. As several articles in this issue 
acknowledge, some practices produce data demonstrably inferior to those preceding 
them. 

Much that is written about the fundamentals of accounting is framed as if 
accounting had a function outside of the commercial environment in which its 
products provide a service. The legal, social and economic concepts underpinning 
the workings of the commercial setting in which accounting functions are well 
settled, real-world phenomena, researched, documented and, the evidence suggests, 
universally understood. It is absurd for the underlying concepts of accounting to 
contradict or otherwise fail to conform to what is known and understood of those 
matters by the community that accounting serves. 

It is reasonable to contemplate whether there is a unique CF of accounting. 
That the projects have, indeed, stalled and frustration has out-gunned progress, 
that agreement on key issues has been so elusive, may well be the consequence of 
searching for what does not exist. 

Our proposition.is that the framework of legal, social and economic concepts 
underpinning ordinary, everyday commerce is the CF of accounting. They are 
reflections of the real world setting in which accounting functions—Whitehead’s 
‘system of ideas’, Homan and Curtis’ ‘common-sense’, Conant’s ‘facts’ and Taylor’s 
‘real world dimensions’. ` 

A basic assumption underpins our conclusion—that the function of accounting is 
to provide financial information about the wealth and progress of business entities. 
That assumption seems to have passed by default in the CF debate. This is, possibly, 
because in various guises that is the agreed function of accounting. It is repeated in 
virtually every accounting textbook, it courses through virtually every description 
of the uses of accounting data in the institutional, academic and practitioner literat- 
ure, and it underpins legislation prescribing accounting practice. Accounting has 
to fulfil that function in harmony with the readily observable and understood legal, 
social and economic characterizations of the ordinary, everyday, commercial setting. 
Accounting’s primary function is the key to its CF. 

The quest for a constitution-based CF of accounting has been fruitless, except 
insofar as it has. exposed the vagaries of a profession pursuing status by offloading 
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its legitimate inheritance and replacing it with make-believe about the same mat- 
ters. The CF exercise has been a distraction. Arguably, were greater attention to 
have been given to the function of accounting, the conceptual framework debate 
would not have arisen in its present form. 
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The CF and Accounting Standards: 
The Persistence of Discrepancies 


The conceptual framework (CF) has introduced a set of ideals and broad 
criteria for financial reporting focusing on servicing users’ information 
needs. In this article, each concepts statement is considered, in turn, and 
its consistency with selected accounting standards examined. Particular 
attention is paid to accounting standards issued for the first time, or in 
a revised form, subsequent to the release of the concepts statements. It 
is found that many standards have provisions that are at odds with 
the CF. These inconsistencies come as no surprise. The CF is incomplete; 
the issue of measurement remains unresolved, leaving ambiguity in the 
definitions of concepts such as revenue. The CF project has remained 
unfinished while standard setters have given priority to other tasks, 
such as international harmonization, in resolving contemporary financial 
reporting issues. 


Key words: Accounting; Concepts; Standards. 


Thè conceptual framework (CF) provides a deductive basis for the setting of accounting 
standards in accordance with a predetermined objective for financial reporting. The 
framework itselfadopts a deductive process in which the identification of the qualitative 
characteristics of financial information supposedly stems from the stated objective of 
general purpose financial reports andthe scope of the reporting entity. The definitions 
and recognition criteria of elements of financial statements should then be consistent 
with the qualitative characteristics and, therefore, the objective of general purpose 
financial reports applied to reporting entities. If, then, the prescriptions and proscrip- 
tions embodied in accounting standards reflect choices made on the basis of the CF, 
accounting standards should be both internally and collectively consistent and reflect 
the information needs of users, subject to the constraints identified within the 
CF. Consistency of accounting standards with the CF was intended by its authors,! 


| See Staunton (2002). 
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and indeed legislators at the time,’ and remains the intention of the standard 
setters.’ 

In Australia, four Statements of Accounting Concepts (SACs) have been issued. 
Collectively they provide a set of ideals and broad criteria that focus on servicing 
users’ information needs.* The ideals involve several trade-offs, including the un- 
specified trade-off between relevance and reliability, and the explicit trade-off 
between costs and benefits. But how the costs and benefits should be determined 
remains unspecified. This requires political resolutions rather than economic solu- 
tions to find an appropriate balance between the different costs borne and benefits 
received by interested parties, such as preparers and the various categories of users. 
In making these trade-offs, standard setters have been guided by other ideals, such 
as harmonization with international accounting standards. Despite the ideals, dis- 
crepancies between the CF and accounting standards have left users of financial 
reports to struggle through a maze of mixed measurement methods, inconsistent 
accounting practices and muddled concepts of reporting on performance.° 

This article evaluates accounting standards with reference to the CF. The 
emphasis will be on standards issued or revised in the last decade since the release 
of the CF documents.’ Many accounting standards have been issued or revised 
during this period as part of the Australian Accounting Standards Board’s (AASB’s) 
harmonization program. This analysis finds numerous inconsistencies between 
accounting standards and the CF. The next section examines the application of, 
and departure from, SAC 1, Definition of the Reporting Entity (AASB and PSASB, 
1990a), in accounting standards. This is followed by a discussion of how specific 
accounting standards fail to pursue the aims formulated in SAC 2, Objective of 
General Purpose Financial Reporting (AASB and PSASB, 1990b). Then, inconsist- 
encies between accounting standards and SAC 3, Qualitative Characteristics of 
Financial Information (AASB and PSASB, 1990c) are identified and discussed. 
This is followed by an analysis of incongruities between accounting standards and 


? The Australian Securities Commission Act 1989, s. 226, stated that one of the functions of the AASB 
was to develop a CF for the purpose of evaluating proposed standards. 


“The primary purpose of the CF is to guide the AASB and the UIG when developing and reviewing 
Accounting Standards ... For the AASB, this is consistent with its statutory obligation to develop a 
CF... for the purpose of evaluating proposed Accounting Standards and international standards’ 
(AASB, 2001b, para. 5). 


‘ The Australian CF is similar to the LASB’s CF; see Jones and Wolnizer (2003). 


For a discussion of the robustness of the (IASB and FASB) CF to alternative concepts of perform- 
ance measurement refer to Newberry (2003). Dean and Clarke (2003) also note the maze of mixed 
measurements allowed by the CF. 


The implications of applying the CF for AAS 25, Financial Reporting by Superannuation Plans, are 
analysed by Gallery and Gallery (2002) and are not addressed in this article. 


However, whether an accounting standard precedes or follows the issue of the concepts statements 
has no apparent bearing on its consistency with the CF. Howieson (1993) identifies inconsistencies 
between accounting standards and SAC 4, Definition and Recognition of the Elements of Financial 
Statements, at the time of its issue. 
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SAC 4, Definition and Recognition of the Elements of Financial Statements (AASB 
and PSASB, 1995). Concluding remarks are made in the final section. 


SAC 1 REPORTING ENTITIES 


SAC 1 establishes criteria for setting the boundaries of the reporting entity based 
on users whose information needs have common elements. Reporting entities are 
defined as those for which it is reasonable to expect the existence of users dependent 
upon general purpose financial reports for information for making and evaluating 
decisions about the allocation of scarce resources (SAC 1, para. 40). The reporting 
entity concept includes the economic entity, defined as a group of entities compris- 
ing a controlling entity and one or more controlled entities (para. 6). 

The definition of reporting entity used throughout the standards is substantially 
the same as the definition in SAC 1. The accounting standards push the definition 
beyond the abstract level by applying the concepts to identify specific categories of 
entities that are reporting entities. These include: listed corporations; borrowing 
corporations; and companies that are not subsidiaries of a holding company incor- 
porated in Australia, but are subsidiaries of a foreign company that is listed on a 
stock market (see AASB 1001, Accounting Policies: AASB, 1999a, para. 9.1). The 
identification of specific categories of entities may be i as an application 
of the definition. 

In addition to providing guidance on whether entities are reporting entities, 
SAC 1 has implicaticns for the scope of what should, and what should not,.be 
reported on as a component of the economic entity. For example, entities that are 
significantly influenced but not controlled are outside the boundaries of the eco- 
nomic entity (SAC 1, para. 31). Thus an entity that is significantly influenced, but 
not controlled, would not be reported on because, according to the definition, it 
does not form part of the economic entity. 

Whether AASB 1016, Accounting for Investments in Associates (AASB, 1998c), 
is consistent with SAC 1 depends on the view of equity accounting adopted. Miller 
and Leo (1997, pp. 3-7) outline alternative views of equity accounting: an accrual, 
a method of measuring the investment in the associate, and a one-line form of 
consolidation. They collapse the accrual and measurement views into one because 
they have common implications for the application of equity accounting. Although 
the adoption of the combined accrual and asset measurement view of equity 
accounting is explicitly stated in the Standard (AASB 1016, para. 4.1.1), the 
consolidation view is reflected in many of its detailed provisions. Miller and Leo 
(1997, pp. 7-13) identify several features of AASB 1016 that are consistent with 


8 The presumption of users dependent upon general purpose financial reports prepared by a company 
that is a subsidiary of a foreign company listed on a stock exchange creates an intriguing anomaly: 
the reporting of separate financial statements of a subsidiary of a foreign listed company may be 
required while the reporting of separate financial statements of a subsidiary of an Australian listed 
corporation is not. It remains unclear why for a subsidiary, the existence of users, such as the 
company’s creditors and the shareholders of its parent company, should vary with the place of 
incorporation of the parent company. 
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the consolidation view, including the placement of equity accounting in the 
consolidated financial statements but not in the investor’s single entity financial 
statements and the requirement to eliminate unrealized profit resulting from 
‘intra-entity’ transactions. The application of equity accounting in consolidated 
financial statements expands the boundaries of general purpose financial reports to 
reporting on an extended economic entity that includes investments in which the 
investor has significant influence. 

The boundaries of general purpose financial reports are further expanded by 
AASB 1006, Interests in Joint Ventures (AASB, 1998a), which requires joint ven- 
ture entities to be accounted for using the equity method (paras 6.1, 6.2). Joint 
venture entities include jointly controlled partnerships,’ companies and trusts. 

In summary, while accounting standards are generally consistent with SAC 1, 
some inconsistencies are observed, particularly in relation to the scope of what 
should be reported on as forming part of an economic entity. 


SAC 2 OBJECTIVE 


Consistent with the definition of a reporting entity based on users’ information 
needs, SAC 2 establishes the functions? of general purpose financial reports as: 
(a) to present information useful to users for making and evaluating decisions about 
the allocation of scarce resources (para. 43), and (b) to provide a mechanism to 
enable managers and governing bodies to discharge their accountability (paras 14, 
44). Decision usefulness requires information to be relevant to the assessment of 
performance, financial position and financing and investing (para. 45). 

Inconsistencies between the accounting standards and SAC 2 imply that general 
purpose financial reports may be failing to serve their planned functions. In com- 
paring the functions formulated in SAC 2 with the prescriptions, proscriptions and 
omissions of accounting standards, two questions arise: 


1. Is useful information not required by the standards? and 
2. Is the information required by the standards useful? 


Both of these questions will be addressed in the context of specific accounting issues 
and standards, including reporting on financial position, risk and related parties. 
Financial position is defined in SAC 2 (para. 5) as the economic condition of a 
reporting entity, having regard to its control over resources, financial structure, 
capacity for adaptation and solvency. Published financial statements have been 
criticized for their failure to provide information about solvency (Sykes, 1996; 
Loftus and Miller, 2000; Clarke and Dean, 2001, pp. 147-83; Dean and Clarke, 


The application of equity accounting to jointly controlled partnerships differs from that of other 
joint venture entities in that it is implemented in both the investor’s single entity statements and the 
consolidated statements, if applicable. 


10 While SAC 2 refers to the objective of general purpose financial reporting, the term ‘functions’ is 
more appropriate, as argued by Walker (2003). Accordingly, the term ‘functions’ is used henceforth. 
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2001, pp. 71-98; Lawson, 2002, p. 4). A common thread to these criticisms is the 
level of aggregation of financial statement information. 

While consolidated financial statements may provide useful information about 
the performance of an economic entity for investors, in particular, the shareholders 
of the chief entity, they can mask weaknesses in its financial position. The financial 
strength of one subsidiary may offset the financial weakness of another. Informa- 
tion provided in aggrezate may be misleading unless it is supported by disaggregated 
information about the financial position and liquidity of individual entities. 

A related concern is that consolidated financial statements fail to provide users 
with information relevant to the evaluation of the solvency of an individual com- 
pany within an economic entity. The collapse of Ansett, a subsidiary of Air New 
Zealand, is a recent reminder of users’ needs for information to evaluate solvency 
at the level of an individual company and not allow it to be masked by the con- 
solidation process. A survey of users’ needs undertaken by the AICPA Special 
Committee found that creditors need financial information disaggregated on a 
legal basis (AICPA Special Committee, 1994, p. 50). Clarke et al. (2002, pp. 58-72) 
recommend the disclosure of statistical information about subsidiaries. This is a 
case where accounting standards fail to address users’ needs and ignore calls for 
information relevant to the evaluation of solvency from the perspective of creditors 
and in relation to individual companies within an economic entity. 

_ Another example of useful information not being provided by, accounting stand- 
ards is the lack of required disclosure of information about risk. The decisions of 
investors, creditors and other resource providers relate to the amounts, timing and 
uncertainty of future cash flows. Recipients of goods and services may want to 
assess the ability of the entity to continue to provide goods and services in the 
future (SAC 2, para. 22). Risk is affected by many aspects of an entity’s operations, 
including the nature of operations, concentrations of customers, risk management 
policies such as insurance, and the use of derivative and other financial instruments 
(Carlton et al., forthcoming). Information risk, including the sensitivity of estimates 
used in financial statements, is also relevant to users of financial statements. Aus- 
tralian requirements fall short of disclosures required in other jurisdictions, as 
discussed by Carlton et al. 

The collapse of Enron drew global attention to the need for information about 
non-arm’s-length dealings. The prescriptions of AASB 1017, Related Party Disclos- 
ures (AASB, 1997), potentially omit useful information because they do not apply 
to transactions with managers (and other employees) who are not directors. By 
comparison, IAS 24, Related Party Disclosures (LASC, 1984), includes key manage- 
ment personnel as related parties. Even this is not viewed to be sufficient by the 
Big 5 accounting firms in the U.S. In an effort to target transactions that have been 
structured in a manner that circumvents disclosure requirements, they petitioned 
the SEC in December 2001 to expand the scope of ‘related party’ disclosures to 
include all parties with whom the entity does not transact-on an arm’s-length basis. 

Another shortcoming of AASB 1017 is the limited level of detail required to be 
disclosed. AASB 1017 (paras 4.17, 5.1, 6.2) requires disclosure of the nature of the 
terms and conditions of each different type of related party transaction, but not 
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the actual terms and conditions. Enron’s related party disclosures in its 2000 
Annual Report included statements that the dealings were on terms that could be 
negotiated with unrelated parties. However, it was subsequently revealed that these 
included transfers of Enron’s treasury stock at a discount. Without disclosure of 
key terms of the transactions, such as price, users are unable to evaluate their 
relevance to assessing performance and financial position and the discharging of 
accountability. 

Many of the disclosures required by AASB 1017 are in aggregate, such as the. 
aggregate amounts of loans made, guaranteed or secured to directors and director- 
related entities outstanding at the end of the year (paras 4.10, 4.12); aggregate 
amounts of provisions for doubtful debts for loans to directors and director-related 
entities (para. 4.18 (d)); aggregate interest revenue resulting from transactions with 
related parties in the wholly owned group (para. 5.2 (a) (i) ); and aggregate interest 
revenue resulting from transactions with other related parties (para. 6.4 (a) (1)). 
It is, therefore, impossible to determine if one individual or one related entity has 
substantial loans outstanding, or whether the loans are spread over many entities. 
Obviously, disclosure of details of particular transactions with individual related 
parties would frequently be too voluminous to be easily understood (para. 6.6.7). 
But in reaching a compromise the resulting standard sacrifices usefulness by mov- 
ing to the other end of the spectrum, requiring disclosure of total transactions 
aggregated for each category of related parties, rather than requiring disclosure of 
material contracts and concentrations of contracts. 

In summary, accounting standards fall short of requiring the provision of informa- 
tion useful for decisions about the allocation of scarce resources and discharging 
accountability. The solvency perspective is ignored in highly aggregated and sum- 
marized information reported in consolidated financial statements in accordance 
with accounting standards, reflecting, in part, a trade-off between the interests of 
creditors and investors. More information is needed for the assessment of risk. The 
scope of related party disclosure requirements is too narrow. Useful information is 
omitted and the prescribed disclosures are in a form so highly aggregated that their 
usefulness in discharging management’s accountability is not achieved. 


SAC 3 QUALITATIVE CHARACTERISTICS 


SAC 3 identifies the qualitative characteristics that financial information should 
possess in order to serve the functions of general purpose financial reports. All 
financial information that satisfies the concepts of relevance and reliability should 
be included in general purpose financial reports, subject to materiality (para. 48). 
In applying these concepts standard setters may need to balance relevance and 
reliability on certain issues. In some instances a choice may provide both relevant 
and reliable information, such as the fair value of investments in listed securities. 


H In contrast, the New Zealand Financial Reporting Standard FRS-9, Information to be Disclosed in 
Financial Statements (FRSB, 1996), requires disclosure of interest rates and the terms of repayment 
for loans made to directors. 
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However, with respect to other accounting issues, choices made in the interests of 
relevance may reduce reliability; and highly reliable information may have little 
relevance to users, such as unamortized acquisition, exploration and development 
costs, which have no bearing on the value of mineral reserves but are reported 
in accordance with AASB 1022, Accounting for the Extractive Industries (AASB, 
1989). SAC 3 provides no guidance on how standard setters and preparers should 
try to achieve a balance. It is little surprise, then, that as new issues are addressed, 
or longstanding issues are revisited, by standard setters inconsistencies arise from 
the emphasis on one characteristic over the other, such as the move toward fair 
value measurement far financial instruments, while primarily maintaining historical 
cost for the measurement of intangible assets. 

Consider SAC 3, which states that for information to be both relevant and 
reliable it is necessary to adopt the principle of substance over form (SAC 3, 
para. 24). Yet, according to AASB 1006 the method of accounting for a jointly con- 
trolled investment depends upon the form of the investment. The equity accounting 
method must be applied by the investor when accounting for investments in joint 
venture entities, such as companies, partnerships and trusts, while the line-by-line 
method is required when investments are in the form of a joint venture operation 
(AASB 1006, paras 5.1, 6.1, 6.2, 6.3). 

Joint venture (jv) partnerships and jv operations are very similar in effect, the 
difference being that the partnership attempts to make and distribute profits, while 
the jv operation distributes output. In substance, both the jv partnership and the jv 
operation may give rise to liabilities. The difference in legal form imposes addi- 
tional liability on the jv partner—each jv partner is jointly and severally liable for 
the liabilities of the partnership. Despite this being the case, the liabilities of the jv 
partnership remain off balance sheet while the venturer’s share of the liabilities of 
the jv operation is recognized using the line-by-line method. 

Other qualitative characteristics of financial information identified by SAC 3 
are comparability and understandability. The flexibility in balancing relevance and 
reliability can lead to significant variation in accounting for transactions and events 
not subject to accounting standards, as preparers choose different trade-offs. For 
example, Chalmers and Godfrey (2000) find considerable variation in accounting 
for derivative financial instruments by Australian companies. While the disclosure 
of accounting policies can provide a warning to users that the financial statements 
of different entities are not comparable it does not substitute for comparability. 

Chalmers and Godfrey (2000, p. 46) report a high incidence of indeterminate 
accounting policies with respect to derivative financial instruments, such as interest 
rate swaps, and specific aspects of accounting policies, such as the treatment of 
option premiums. They interpret their results as suggesting that (p. 46), ‘the AASB 
1033 disclosure requirements are too general to convey useful and comparable 
information about the financial effects of firms’ derivatives’. 

Gallery (2003) identifies weaknesses in the requirements in AASB 1028, Em- 
ployee Benefits (AASB, 2001a), for disclosures about obligations of entities spon- 
soring superannuation funds. The Standard requires the information to be drawn 
from the financial reports of the sponsored superannuation funds. The triennial 
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actuarial valuations common to the financial statements of superannuation funds 
result in outdated disclosures in the financial statements of the sponsoring com- 
panies. According to Gallery, ‘An absence of common measurement dates impacts 
on both the comparability of the data and the reliability of aggregate data’. 

Similarly, accounting standards that permit choice by preparers impede com- 
parability of financial statements. For example, the requirement to recognize 
inventory at the lower of cost and net realizable value leaves a lot of scope for 
alternative measures of cost.” In addition to the variations in cost assignment 
methods and differences in the usage of actual and standard costs, reporting 
entities differ in the treatment of certain items, such as distribution costs, as either 
inventory or period expenses. The long-awaited disclosure of cost of sales, as 
required by the revision of AASB 1018, Statement of Financial Performance (AASB, 
1999c), has failed to provide useful information for comparing performance of the 
major retailers because of the variety of methods used to calculate reported cost of 
sales (Ravlic, 2002, p. 11). 

Whether costs are accounted for as inventory or period expenses can have a 
material impact on measures of performance. For example, Coles Myer changed 
its accounting policy for inventory costing with effect from 31 July 2000. The 
company started including settlement discounts and certain direct costs of operat- 
ing distribution centres as components of inventories instead of its previous policy 
of accounting for the discounts as revenue and the distribution centre costs as 
expenses as incurred. The effect of these changes was to increase profit before tax 
by $25.4 million (Coles Myer Annual Report, 2001). This represents 11.6 per cent 
of reported profit before tax. In this instance comparability of performance of the 
entity over time and between entities is impaired by the flexibility of measurement 
of inventory and cost of goods sold permitted by accounting standards. Again, 
users are warned about the lack of comparability but are unable to properly evaluate 
its effect'on measures of performance because, as noted in Coles Myer’s report, 
disclosure of comparative data ‘is impracticable’. 

Disclosure of accounting policies is an essential but insufficient condition for 
understandability of financial information. To be understandable, information must 
be meaningful. This condition is not met in some reported numbers that result 
from prescribed accounting practices. For example, the translation of assets meas- 
ured at cost in a foreign currency at current exchange rates, as required by AASB 
1012, Foreign Currency Translation (AASB, 2000), yields a measure that is neither 
historical cost nor current value. The resulting number is, in fact, meaningless. 
Disclosures of outside equity interests in profit and components of equity in accord- 
ance with AASB 1024, Consolidated Accounts (AASB, 1992), provide another 
example. The outside equity figures result from the application of percentage claims, 
some of which reflect direct legal ownership and some of which represent indirect 
claims, to amounts of profit and reserves that do not reflect legal claims because 


2 AASB 1019 (1998d, para. 13.1) defines purchase cost as the aggregate of the purchase price, import 
duties and other taxes (excluding taxes that are recoverable from the taxing authorities), inward 
transport and handling costs and any other directly attributable costs of acquisition. 
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intra-entity profit has been eliminated. The amount reported as an outside equity 
interest is not a legal interest, nor is it a financial interest because it does not relate 
to any claim or potential claim to dividends. 

Accounting standards tolerate different accounting methods at the expense of 
comparability. The required disclosures of accounting policies may caution users 
that financial statements are not comparable, but those disclosures do not achieve 
or enable comparability. 


SAC 4 THE ELEMENTS 


Measurement is fundamental to accounting. The interpretation of the definitions 
and recognition criteria is dependent upon a measurement concept which is, as yet, 
unspecified. For instance, revenues are defined as ‘inflows or other enhancements, 
or savings in outflows, of future economic benefits in the form of increases in assets 
or reductions of liabilities of the entity’ (SAC 4, para. 111). But whether there has 
been an increase in the stated amount or value of assets or a reduction of liabil- 
ities depends on how assets and liabilities are measured (Miller and Loftus, 1993, 
pp. 5-7). The mixed measurement model reflected in the approved set of accounting 
standards is the inevitable outcome of standard setters’ attempts to grapple with 
the ambiguity arising from a CF that continues to avoid the fundamental question 
of measurement.” Thus we observe anomalies in the recognition of revenue: an 
increase in the value of livestock is revenue, but an increase in the value of land is 
not; and an increase in the excess of the market value of a subsidiary over its net 
assets is revenue for a life insurer but not for other entities. 

The choice of a measurement model has implications for the interpretation of 
the recognition criteria. In relation to the recognition of revenue, the evidence 
needed to ascertain that an increase in assets has occurred is dependent upon how 
the increase is measured. In a transaction-based model, a transaction with a third 
party is evidence of an increase in assets. However, in a market-based model, care 
must be taken to ensure that the evidence of a change in market value is sufficient. 
Accordingly, we observe more willingness to accept.changes in market value as 
revenue in industries where market prices are more readily observed, such as 
investments of a superannuation fund, and in relation to assets and liabilities that 
are traded in active and liquid markets. 

Similarly, the interaction of measurement and the recognition criteria can be 
observed in the prescriptions of AASB 1011, Accounting for Research and Develop- 
ment Costs (AASB, 1987), which requires research and development costs to be 
capitalized to the extent that they are recoverable beyond all reasonable doubt. 
Different recognition criteria may be acceptable if the future economic benefits 
associated with the research and development were measured at market value 
because, if ascertainable, it reflects the level of uncertainty associated with the 
economic benefits. 


B See also Bradbury (2003), Walker (2003) and Walker and Jones (2003). 
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The recognition criteria for assets and liabilities adopted by SAC 4 are that the 
future economic benefits or sacrifices are probable and able to be measured reli- 
ably. In contrast, AASB 1022, allows a lower threshold than ‘probable’ for the 
recognition of deferred exploration and evaluation costs. Costs may be carried 
forward if ‘exploration and evaluation activities in the area of interest have not at 
balance date reached a stage which permits a reasonable assessment of the exist- 
ence or otherwise of economically recoverable reserves, and active and significant 
operations ... are continuing’ (para. 11(b)). 

Another type of inconsistency between accounting standards and SAC 4 occurs 
when the recognition of liabilities is not required, although those liabilities satisfy 
the recognition criteria. For example, AASB 1008, Leases (AASB, 1998b), does 
not require the recognition of a liability for leases that are classified as operating 
leases, notwithstanding the existence of an obligation, even if it is non-cancellable."* 
Some categories of users, in particular analysts, have criticized the dichotomous 
classification of leases as finance leases or operating leases, and the resulting 
tolerance of off-balance-sheet, non-cancellable lease obligations. 

Inconsistencies between accounting standards and SAC 4 are not confined to the 
recognition criteria. Assets are defined as ‘future economic benefits controlled by 
the entity as a result of past transactions or other past events’ (para. 14). Liabilities 
are defined as ‘future sacrifices of economic benefits that the entity is presently 
obliged to make.to other entities as a result of past transactions or other past 
events’ (para. 48). Yet accounting standards permit the recognition of deferred 
debits and credits that are neither assets nor liabilities. For example, AASB 1006 
prescribes the recognition of the venturer’s share of assets of a joint venture opera- 
tion, notwithstanding that the economic benefits are not unilaterally controlled. 
Deferred tax liabilities recognized in accordance with AASB 1020, Income Taxes 
(AASB, 1999b), do not satisfy the definition of liabilities because there is no present 
obligation to taxation authorities. 

In summary, inconsistencies between accounting standards and SAC 4 are 
numerous and unsystematic. Some standards prescribe the recognition of deferred 
debits and credits that are neither assets nor liabilities, while other standards pre- 
scribe non-recognition of assets and liabilities that satisfy the recognition criteria. 
Some standards require more rest#ictive tests than SAC 4 for the recognition of 
assets while a less restrictive test is applied to the deferral of exploration and 
evaluation costs. 


CONCLUDING COMMENTS 
The preceding analysis demonstrates the pervasiveness of discrepancies between 
accounting standards and the CF. Many of the inconsistencies between accounting 


standards and SAC 4 identified by Howieson (1993) have withstood the test of 
time for a decade. This is not to suggest that standard setters have ignored the 


" For a more comprehensive discussion of the implications of the CF for accounting for leases, see 
Hart (2002). 
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CF. Standard setters use the CF to guide debate of accounting issues but must do 
so in a maze of incompleteness, specified and unspecified trade-offs, and pressures 
to harmonize to international accounting standards. 

The CF should be progressed so that it can be more useful to standard setters 
and practitioners seeking sound and consistent solutions to financial reporting prob- 
lems. Too much of the foundation has been left in limbo. In particular, the funda- 
mental question of measurement needs to be addressed. The need for agreed 
measurement concepts is most evident in the prolonged debate on accounting for 
financial instruments.” International convergence does not eliminate the need for 
a CF. Standard setters, whether domestic or global, need a CF to underpin the 
debate on new and recurring financial reporting issues. 
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The Conceptual Framework as a 
Coherent System for the Development 
of Accounting Standards 


The Financial Accounting Standards Board (FASB) visualized a conceptual 
accounting framework as a ‘coherent system of interrelated objectives 
and fundamentals that can lead to consistent standards that prescribes the 
nature, function, and limits of financial accounting and financial statements’ 
(FASB, 1976). To Australian standard setters, the primary purpose of the 
conceptual framework (CF) was only to be used as a ‘guide’ in developing 
and reviewing accounting standards (AASB, 1995, para. 5). The Inter- 
national Accounting Standards Committee (LASC) diminished the role of 
a conceptual framework even further by openly acknowledging that some 
standards are inconsistent with the guidelines offered by the framework 
(TASC, 1989 para. 12). Even though the Australian Accounting Standards 
Board (AASB) supposedly pursues a policy of harmonization of concep- 
tual frameworks and accounting standards, there are also acknowledged 
inconsistencies in the conceptual frameworks of the IASC. 

The aim of this article is to assess the coherence of the Australian (and 
IASC) conceptual framework. This analysis identifies confusion in draft- 
ing or construction of the conceptual framework, internal inconsistencies, 
and inconsistency with the legal framework within which business entities 
operate. Accordingly it is suggested that the adoption of a conceptual 
framework will not lead to consistent accounting standards, and inevit- 
ably the conceptual framework will lack credibility so long as it is incon- 
sistent with legislation. 


Key words: Accounting; Concepts; Standards. 


ESSENTIAL CHARACTERISTICS 

Assets 

From SAC 4 (AASB, 1992) in terms of essential characteristics, assets are defined 
as (para. 14): (a) future economic benefits, and (b) controlled by the entity as a 
result of past transactions or other past events. Future economic benefits can be 
described as the capacity to provide benefits (future economic benefits) to the 
entities which control them (para. 18). An asset should be recognized in a state- 
ment of financial position when and only when (para. 38): 


Brian Boorn was formerly a Senior Lecturer in the School of Accounting at the University of New 
South Wales. b.booth@unsw.edu.au 
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(a) it is probable that the future economic benefits embodied in the asset will eventuate; 
and 
(b) the asset possesses a cost or other value that can be measured reliably. 


In contrast, the IASC framework defines assets as (para. 49): (a) resources; (b) 
controlled by an entity as a result of past events; from which (c) future economic 
benefits are expected to flow to the entity. 

Assets as ‘Rights’ or Future Economic Benefits Are assets ‘rights’, from which 
an entity can expect to derive future economic benefits, or are assets the future 
economic benefits per se? Returning to SAC 4, if assets are defined as future 
economic benefits, the first criterion for the recognition of future economic bene- 
fits in a statement of financial position may be re-expressed as follows: ‘Future 
economic benefits should be recognized in a statement of financial position if it is 
probable that the future economic benefits embodied in the future economic bene- 
fits will eventuate.’ 

Since future economic benefits are also described as the scarce capacity to pro- 
vide benefits (SAC 4, para. 18), an alternative expression of the criterion may be: 
‘A scarce capacity to provide economic benefits should be recognized in a state- 
ment of financial position if it is probable that the scarce capacity to provide 
economic benefits embodied in the scarce capacity to provide economic benefits 
will eventuate.’ 

The circularity, is obvious. It is not surprising, therefore, that such poor drafting 
in the conceptual framework (CF) is associated with internal inconsistencies in 
subsequently issued accounting standards and in practice. 

A right is recognized as an asset if it is reported on, or incorporated in amounts 
reported on, the face of the financial statements of an entity (whether or not 
further disclosure of the item is made in notes thereto) (SAC 4, para. 10). Not all 
rights are recognized as assets. 

Some rights, which are. recognized as assets in a statement of financial position, 
are not controlled by an entity. Even though goodwill is defined as comprising the 
future benefits from unidentifiable intangibles, these unidentifiables are identi- 
fied in Australian accounting standards as including market penetration, effective 
advertising, good labour relations and a superior operating team (AASB 1013, 
para. 5.1.1). Market penetration and a superior operating team are not rights, 
which could be described as being controlled by an entity. The ‘possession’ of 
these unidentifiable attributes by an entity or by an operating segment of an entity 
causes the value of the entity or its operating segment to be greater than the fair 
value of identifiable net attributes. An entity, however, cannot have the unidentifi- 
able attributes of ineffective market penetration, ineffective advertising, poor 
labour relations or an. inferior operating team. If the value of an entity or an 
operating segment is less than the fair value of identifiable net attributes, the cause 
is overvalued specific types of identifiable attributes (AASB 1013, para. 8.1). 

It seems likely that the concept of an asset as future economic benefits has not 
led to the goodwill accounting standard. Rather, the preconception of the goodwill 
accounting standard has led to the concept of an asset as future economic benefits 
in the CF. The identified unidentifiables do not qualify either as a ‘right’ or as future 
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economic benefits, which can be controlled by an entity. It is thus perhaps prefer- 
able that accounting for goodwill. should be accepted as one of accounting’s many 
anomalies, rather than attempting to mould the framework to accommodate it. 

If goodwill is eliminated from any consideration, at any reporting date, the only 
benefits controlled by an entity are the current economic benefits at that date. The 
equivalent economic benefits of a right at the reporting date, plus the potential 
incremental economic benefits to be derived from the use or exploitation of 
the right, are the future economic benefits to be derived from the control of that 
right. The incremental economic benefits, which may be derived from the future 
exploitation of a right, are not derived through control of the right at the reporting 
date. The incremental benefits are derived through the future economic benefits 
sacrificed in any production, marketing and administration activities subsequent to 
the reporting date. At a reporting date, it is difficult to understand how an entity 
can control the potential incremental benefits at that date. It would seem rather 
that, at a reporting date, an entity is unable to control probable future economic 
benefits, but is able to control only the ‘rights’ to current economic benefits at 
that date. 

Past Transactions or Events In terms of SAC 4, the future economic benefits 
controlled by an entity at a reporting date must have arisen ‘as a result of past 
transactions or other past events-—a similar definition to that contained in the 
FASB CON6 (1985). Since the reference is to ‘other past events’, a transaction 
must be another type of past event. Thus the future economic benefits must have 
arisen ‘as a result of past events or other past events’. The international framework 
adopts a ‘belt and braces’ approach in defining the control of assets arising ‘as a 
result of past events’ (para. 49) and as a result of ‘past transactions and other 
events’ (para. 58). 

Transactions are often distinguished from events on the basis of their effect on 
financial statements. The effects of an event, which enables an entity to control a 
right, may or may not be recognized. If the effects are recognized, the event is 
called a transaction. Effects are recognized if those effects are ‘reported on, or 
incorporated in amounts reported on, the face of the financial statements of the 
entity (whether or not further disclosure of the item is made in the notes thereto)’ 
(SAC 4, para. 10). Thus transactions are only special classes of events. 

If, at a reporting date, an entity has been affected by a past event, regardless of 
whether that event is a special event or some other event, control over any eco- 
nomic benefits, present or future, must exist in the conditions at the reporting date. 
Thus it would seem much simpler to accept as a characteristic that a right must be 
controlled by an entity in the conditions existing at the reporting date. 

The Capacity to Control In relation to an individual right, an entity has the 
capacity to control that right if it has the capacity ‘to benefit from the right in the 
pursuit of the entity’s objectives and to deny or regulate the access of others to 
that benefit? (SAC 4, para. 14). Although the concept of the capacity to control 
is adopted as an essential characteristic in the identification and recognition of 
most rights, it is not the essential characteristic determining the accounting for 
leases. 
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There is no fundamental difference between the different types of leases. In every 
lease, the lessee acquires the capacity to control leased asset services over the lease 
term, even though the lessor retains ownership of the asset over this period. If finan- 
cial information is to be both relevant and reliable, reporting must be based on the 
substance of transactions rather than their legal form (SAC 4, para. 24). The-lease 
apreement may or may not be structured in such a way that the lessee also bears the 
risks and rewards of ownership of the leased asset subsequent to the lease term. 

Ownership, however, is not an essential characteristic of an asset, since an entity 
does not have to own an asset in order to control its benefits (SAC 4, para. 26). 
Accounting standards, however, distinguish between various types of leases on the 
basis of characteristics incident to ownership of the leased property (AASB 1008, 
para. 20). Since ownership is not an essential characteristic of an asset, the distinc- 
tion between various types of leases based on an ownership would seem to be 
more in the nature of a ‘political patch’ than any fundamental concept. The aim of 
the distinction may be to reduce the complexity of reporting, in the statements of 
financial position and performance, through the elimination of the asset/liability 
effects of a comparatively large number of immaterial lease transactions. The aim 
may also be.to introduce a specific set of rules to circumvent the necessity to apply 
judgment in- determining the substance of a lease transaction or to allow account- 
ants to develop innovative accounting practices. 

In the case of investment rights, the concept of capacity to controla as-a guide in 
` determining accounting standards is extended from the asset of the investor (the 
investment) to the investee. In terms of AASB 1024, an investor with the rights 
flowing from an equity investment in an entity has the capacity to control that 
investee, its controlled entity or subsidiary, if it has the capacity to: (a) dominate 
decision making, directly or indirectly, in relation to the financial and operating 
policies of the investee; so as to (b) enable that investee to operate with it in 
pursuing the objectives of the controlling investor (AASB 1024, para. 9). Under 
the corresponding International standard, the phrase ‘to enable that other entity 
(the investee) to operate with it in pursuing the objectives of the controlling entity’ 
is replaced by the simpler ‘to obtain benefits from its [the investee] activities’ (LAS 
27, para. 6). 

The problem with AASB 1024 arises from the attempt to extend the concept of 
control to make it the criterion for determining whether a set of consolidated 
accounts should be prepared. The concept of control is dispensed with in the case 
of stapled securities, where another ‘political patch’ is.applied to solve the prob- 
lem. Where the securities of two separate legal entities are stapled, a ‘reporting 
entity’ is ‘deemed’ to exist, comprising the entities with the stapled securities, thus 
requiring a set of consolidated accounts to be prepared (Urgent Issues Group, 
2000). Rather than apply ‘patches’ to solve specific issues, it would seem preferable 
to formulate an accounting standard for stapled securities based on the concep- 
tual objectives set out in SAC 2. Under SAC 2, general purpose financial reports 
shall disclose information ‘relevant to the assessment of performance, financial 
position, and financing and investing, including information about compliance’ (para. 
45). In the case of stapled securities used as a vehicle in development activities, 
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consolidation would appear to be essential for the production of ‘information relev- 
ant to performance’. 

In terms of AASB 1016, an investor with rights flowing from an equity invest- 
ment in an entity has the capacity to exert significant influence if it has the power 
‘to affect substantially (but not control) the financial and operating policies of the 
investee, termed its associate’ (AASB 1016, para. 9). 

As in the case of any shareholder, an investor. only has the. capacity to control or 
exert significant influence through the exercise of votes in general meetings of a 
company. If an investor has the capacity to dominate or substantially influence the 
financial and operating policies of an investee, it can only have that capacity through 
having the board of the investee, or members of that board, act in accordance 
with its instructions. Corporations law defines a director as, inter alia, a ‘person in 
accordance with whose directions or instructions the members of the body’s Board 
are instructed to act’ (s. 60(c)(iii)). Where, as is likely, the nominee directors 
appointed by the investor or other investee board directors are accustomed to act 
on directions or instructions of the investor, or the investor imposes his own financial 
reporting system, the investor is a shadow director of the investee. An investor that 
consolidates a controlled entity or equity accounts an associate, in accordance with 
the conditions of AASB 1024 and AASB 1016, therefore, must be a shadow director 
of those entities. 

In AASB 1024, the stated aim of the capacity to control or significantly influence 
is to enable the controlled entity ‘to operate with it [the controlling entity] in 
pursuing the objectives of the controlling entity’ (para. 9). Once appointed to a 
board, however, a director’s fiduciary duties of good faith and loyalty, and duties 
of skill and care, are owed to the company, rather than to the individual share- 
holders of that company (see, e.g., Walker v Wimborne (1976) 137 CLR 1). Even if 
the investor acts as a shadow director in dominating the operating and financial 
policies of the controlled entity, as a director of the company, it cannot act in 
pursuit of the objectives of one of the shareholders of the company. Situations may 
arise where the capacity to control is acquired with only 20 per cent of the voting 
power. The investee could only ‘pursue the objectives of the controlling entity’ 
if that entity’s objectives were those of the other 80 per cent shareholding. In a 
limited partnership, the general partner may be a corporate controlled entity with 
minimal or no equity interest in the partnership. It would be in breach of Corpora- 
tions Law to pursue the objectives of a minimal equity interest unless that interest 
coincided with the interests of the limited partners. 


Asset Recognition Criteria In terms of SAC 4, an asset should be recognized in 
a statement of financial position when and only when: (a) it is probable that the 
future economic benefits embodied in the asset will eventuate; and (b) the asset 
possesses a cost or other value that can be measured reliably. Similar criteria for 
recognition are set out in the International framework. 

Probability of Future Economic Benefits For most rights, the chance of deriv- 
ing future economic benefits must be ‘more likely rather than less likely’ with the 
likelihood ‘that which can be expected on the basis of available evidence or logic’ 
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(SAC 4, para. 40). Based on the events, which have unfolded in the recent corpor- 
ate collapses, directors’ and auditors’ interpretation of ‘available evidence and 
logic’ is not always going to result in reliable measures of probability. In account- 
ing standards, however, this basic test of more likely than less likely is not always 
used for the recognition of assets. 

Research and development expenditure may be recognized as an asset only if, 
beyond any reasonable doubt, an entity may expect to derive future economic 
benefits (AASB 1011, para. 31). A deferred tax asset may be recognized in respect 
of a loss carried forward, where there is ‘convincing or other evidence’ that the - 
future economic benefits will be derived (AASB 1020, para. 7.3.9). Prior to the 
issue of the amended AASB 1020 in 1999, ‘convincing or other evidence’ was 
defined as ‘virtual certainty’. If >50% probability is a measure of more likely than 
less likely, what are the measures of ‘beyond reasonable doubt’ and ‘convincing 
or other evidence’? As mathematical measures, could beyond reasonable doubt 
be >90% with convincing or other evidence >99%? In the case of exploration 
and evaluation costs, the test is ‘expected to be recouped’ (AASB 1022, para. 
11(a)}—perhaps a weak probability test of >40%? No guidelines are provided 
in SAC 4 and even if there were guidelines, the measures adopted by directors 
would be subjective. 

Where rights are acquired, the test for the probability of deriving future eco- 
nomic benefits may be an ex ante or an ex post test. In the case of most rights, the 
test is an ex ante one—made at the time economic benefits are sacrificed to acquire 
rights. In respect of exploration and pre-production development sacrifices of eco- 
nomic benefits, the tests may be ex ante or ex post. The cost of acquiring the rights 
from exploration and pre-production may be recognized as an expense at the date 
of sacrifice of benefits if directors are of the opinion that, at that date, it is not 
possible to determine whether the expected benefits are probable and reliably 
measurable. Alternatively, the asset/expense decision may be deferred until the 
exploration and evaluation activities have reached the stage where a reasonable 
assessment of recoverability can be made (AASB 1022, para. 11(b)). 

Revision of Probabilities A right may fail the relevant probability test in one 
period but meet the test in a subsequent period (SAC 4, para. 43). Thus an entity 
may write off exploration and pre-production costs as an expense at the time the 
benefits are sacrificed if the deemed probability of recovery is <50%, resurrect 
those expensed costs as an asset (and a profit) in the following period if deemed 
probability of recovery is >50%, and expense them again in the next period if the 
deemed probability is again <50%. In the case of research and development costs, 
however, benefits sacrificed in one period cannot be resurrected in a later period 
(AASB 1011, para. 50). Of all rights acquired or in the process of acquisition, the 
rights from a research and development program would appear to be the most 
likely to fail the probability test during the research and development period. Why 
single out the rights arising from a research and development program for a diver- 
gent treatment? 

The ability to write off costs in one period on the basis of a subjective weak 
probability test and subsequently resurrect those costs as an asset on an equally 
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weak subjective probability test would seem an open invitation to directors and 
auditors to manipulate (‘manage’) accounting data. 

The Possession of a Cost or Value That Can be Measured Reliably In terms of 
SAC 4, assets are future economic benefits. The cost or value of an asset is not a 
measure of the future economic benefits to be derived from the asset. The cost or 
value of an asset is a measure of some property or characteristic, possessed in the 
past or at present. If the essence of an asset is the present existence of probable 
future economic benefits, it would seem to follow that any reliable measurement 
test should be made in terms of these probable future economic benefits and not in 
terms of the benefits sacrificed. 

It is probable that the reliable measurement test is focused on a cost or value 
to exclude internally developed goodwill from a statement of financial position. 
The ‘concept of goodwill as an asset is the same regardless of whether it has been 
purchased in an exchange transaction or generated internally. However, purchased 
goodwill can be measured more reliably, on the basis of the amount paid for it, 
than can internally generated goodwill which is not capable of being measured 
reliably’ (AASB 1013, para. 5.1.2). Here again is an example of circular reasoning 
in which the accounting concept of reliable measurement appears to have been 
derived from a predetermined accounting standard purportedly derived from the 
concept. 

In the case of a non-current asset (and, in fact, any asset), the carrying amount 
reported in a statement of financial position as a cost, deemed cost, residual cost, 
value or residual value cannot exceed its recoverable amount (AASB 1010, 
para. 5.1). The recoverable amount of an asset is the ‘net amount expected to be 
recovered through the cash inflows and outflows arising from its continued use 
and subsequent disposal’ (AASB 1010, para. 9.1). Thus the recoverable amount of 
an asset is that portion of the carrying amount that will probably be recovered 
from the net future economic benefits to be derived from its use or disposal. 

As an example of the application of this recoverability test, at each reporting 
date, the carrying amount of acquired goodwill must be reviewed to ensure that it 
is not in excess of its recoverable amount. The cost of acquiring the goodwill is not 
relevant to this determination and thus, subsequent to the date of acquisition and 
necessarily at the reporting date, has no relevance to the reliable measurement test. 
At-every reporting date, a value has to be determined for the purchased goodwill, 
which, by definition, is the net future economic benefit to be derived from uniden- 
tifiable elements. As total goodwill comprises self-developed unidentifiable elements 
and acquired unidentifiable elements, the valuation of acquired goodwill must nec- 
essarily involve identifying and distinguishing the future economic benefits derived 
from acquired unidentifiables—surely a daunting task. If a value can be determined 
for acquired goodwill, it can be determined for internally developed goodwill. 

The conceptual framework does not specify the property or characteristic of 
assets that should be measured in financial reporting—and it is likely to lead to 
consistency in the setting of standards. Due to the lack of such a concept, in 
various circumstances, amounts reported as assets values in a statement of financial 
position have been: 
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1. market entry values, being costs at the dates of acquisitions or r current replace- 
ment costs, or residuals of market entry values; 

2. market exit values for assets to be doppen of in the market, being net disposal 
values; 

3. opportunity costs, being net disposal values for assets, which are not intended 
for disposal in the market, as in the case of agricultural produce which is to be 
converted into secondary products; or 

4. deemed costs, being a composite of market.exit values and market entry values, 
as in the case of agricultural assets, which are dependent assets—dependent for 
value on their environment. 


Apart from the rights that are recognized as assets on some valuation basis, 
there are rights which are not recognized because of the issue of accounting stand- 
ards that are deliberately designed to ensure non-recognition—leased assets and 
the rights to the results of successful research and development projects. The use- 
ful lives of depreciable assets are uncertain, with the assets often continuing in use 
after being written off. Although a depreciable asset, other than deferred research 
and development costs, may be resurrected as an asset, there is no requirement for 
its recognition. 

If the focus is moved to the future economic benefits that an entity expects to 
derive from a resource right, value then becomes determinable in terms of those 
future economic benefits. Only if the future economic benefits can be measured 
reliably can an asset have a value that can be measured reliably. 


Liabilities 
From SAC 4, in terms of essential characteristics, liabilities are defined as (para. 48): 
‘future sacrifices of economic benefits, that the entity is presently obliged to make 
to other entitiés as a result of past transactions or events’.. 

A liability is recognized in the statement of financial position when and only 
when (para. 65): 


(a) it is probable that the future sacrifice of economic benefits will be required; and 
(b) the amount of the liability can be measured reliably. 


As the characteristics and recognition criteria are expressed: A fiture sacrifice of 
economic benefits that an entity is presently obliged to make to other entities as a 
result of past transactions or events is recognized as a liability if it is probable that 
the future sacrifice of economic benefits will be required and the amount of the 
sacrifice can be measured reliably. : 

As the essential characteristic of a liability is the existence of a present obligation 
(para. 51), perhaps a clearer expression would be: An obligation to sacrifice future 
economic benefits, that an entity has to other entities as a result of past transactions or 
events, is recognized as a liability if it is probable that the future sacrifice of economic 
benefits will be required and the amount of the sacrifice can be measured reliably. 

Obligations, Liabilities and Sacrifices As in the case of assets, a clear distinction 
should be made between. present obligations and liabilities. All present obligations 
are not necessarily recognized as liabilities. For a present obligation to be recognized 
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as a liability, it must meet certain recognition criteria. From paragraph 65 of SAC 
4, if a liability is recognized when certain criteria are met, there is the implication 
that there are other liabilities, which are not recognized. There is also a distinction 
between the present obligation, which is a duty or responsibility of an entity to act 
in a certain way (para. 51), and the sacrifice of economic benefits that is expected 
to result from that obligation. 

Do present obligations necessarily involve ‘other entities’, which appear to be 
defined as ‘external parties’ (para. 60)? This particular concept seems to have been 
invoked to deny the recognition of part or all of an annual overhaul of property, 
plant and equipment as a liability. The sacrifice of future economic benefits to 
overhaul property, plant and equipment is not a liability, since there is no ‘present 
obligation to an external party’ (para. 60). The anticipated costs of restructuring 
an acquired entity are recognized as a liability if there is a demonstrable commit- 
ment to restructuring (Urgent Issues Group, 1996), although the mere intention to 
sacrifice economic benefits in the future is not sufficient to give rise to a liability 
(SAC 4, para. 59). An entity must have little discretion to avoid the sacrifice of 
future economic benefits. 

There would seem to be no substantial difference between a demonstrable com- 
mitment to restructure and a demonstrable commitment to overhaul property, 
plant and equipment. The obligation to overhaul property, plant and equipment 
arises as a result of past events and is thus a present obligation, It is an obligation 
because an entity has a responsibility to perform the overhaul. 

An executory contract involves an exchange of promises and does not give rise 
to obligations, which would satisfy the criteria for recognition as liabilities. There is 
no present obligation to sacrifice future economic benefits. Liabilities may arise 
from a breach of an executory contract but not from the contract. Contracts for the 
lease of rights are not executory contracts and do involve present obligations. A 
lessee acquires control of the leased rights over the lease term in exchange for a 
present obligation to sacrifice future economic benefits equivalent to the lease 
rental commitments. A range of leased rights has been denied recognition as assets 
through the simple device of substituting ownership for control as a criterion. The 
adoption of ownership as a criterion has allowed the more entrepreneurial directors 
(and auditors) to adopt a form over substance approach to the recognition of leased 
rights and thus deny the recognition of a wide range of leased rights as assets. 

In order to deny recognition of the present obligation for lease rentals as a 
liability, there would need to be a change in the characteristics and recognition 
criteria set out in SAC 4. In some financial reports, the obligations recognized as 
liabilities are substantially less than the obligations that should be, but are not, 
recognized as liabilities. The involvement of a lessor may only involve the provi- 
sion of a finance facility, as in the case of a direct financing lease. Although bor- 
rowing costs include finance charges in respect of lease liabilities (AASB 1036, 
para. 11.1.2), the finance facility provided by a lessor is not necessarily considered 
a finance facility to the lessee. An entity must disclose its used and unused loan 
facilities at the reporting date (AASB 1026, para: 12.2) but, in many financial 
reports, these disclosures appear to be restricted to bank loan facilities. 
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Past Transactions or Events If, at a reporting date, an entity has been affected 
by a past event, regardless of whether that event is, a special event or some other 
event, the present obligation to sacrifice economic benefits must exist in the condi- 
tions at the reporting date. Thus, as in the case of liabilities, it would seem much 
simpler to accept as a characteristic that a present obligation must exist in the 
conditions existing at the reporting date. 


Revenues and Expenses | 

In terms of SAC 4, revenues are defined as (para. 111): ‘inflows or other enhance- 
ments, or savings in outflows, of future economic benefits that result in an increase 
in equity during the reporting period; in the form of increases in assets or reduc- 
tions in liabilities of the entity; other than those relating to contributions by 
owners, that result in an increase in equity during the reporting period’. Revenues 
are recognized when and only when (para. 125): 


(a) it is probable that the inflow or other enhancement or saving in outflows of future 
economic benefits has occurred; and 

(b) those inflow or other enhancement or saving in outflows of future economic benefits 
can be measured reliably. 


Revenues and Gains and Losses ‘There is no distinction made between the 
revenues from the major ongoing activities, the gains and losses from peripheral 
activities, and the gains and losses from organizational changes. The LAS frame- 
work distinguishes between the revenue from major ongoing activities and the 
gains and losses from peripheral activities (paras 74 and 75). In SAC 4, the focus is 
said to be on the gross inflows or other enhancements of future economic benefits 
and gross savings in outflows (para. 112). Following this approach, the redemption 
of $10,000,000 in debenture borrowings at a loss of $10,000 would see $10,000,000 
reported as debenture revenue and $10,010,000,reported as debenture expense. In 
appraising the performance of an entity, it could be expected that the initial focus 
of an investor is on the statement of financial performance. The inclusion in profits 
from ordinary activities of profits from continuing operations, peripheral gains and 
losses and gains and losses from organizational changes hardly leads to relevant 
information being provided to an investor. Surely it is. not up to the investor to 
rummage through notes to a statement to extract relevant information. 

Not all enhancements of assets are recognized as revenues even if those en- 
hancements are probable and can be measured reliably. The enhancements of 
grapevines in a vineyard are recognized as revenue if those enhancements are 
probable and can be measured reliably (AASB 1037, para. 5.4). The enhancements 
of vineyard land and other vineyard non-vine assets cannot be recognized as revenue 
even though they can be measured reliably (AASB 1040, para. 6.2). This seems an 
illogical application of an accounting concept aimed at preserving a traditional 
method of accounting in the case of certain non-current assets whilst applying the 
basic concepts to other non-current assets. It is particularly illogical in its applica- 
tion to vineyards, where the enhancement in the net market value of vines is 
recognized as revenue in spite of the vines not having a market value, with any 
attributed value being dependent on the value attributed to the vineyard land. 
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Recognition of Inflaws or Other Enhancements or Savings in Outflows The 
recognition of revenue involves the recognition of an asset or enhancement of an 
asset, or the settlement or reduction of a liability. Thus it would seem to follow 
that, for revenue to be recognized, the criteria for the recognition of an asset or 
liability must also be met. If revenue recognition involves the enhancement of a 
right, the revenue will be recognized, and the ehhancement of the right will be 
recognized, if it is probable that the enhancement will be derived and the enhance- 
ment has a cost or value that can be measured reliably. 


EXPENSES 


In terms of SAC 4, expenses are defined as (para. 117): ‘consumptions or losses of 
future economic benefits in the form of reductions in assets or increases in liabilit- 
ies of the entity, other than those relating to distributions to owners, that result in 
a decrease in equity during the reporting period’. Expenses are recognized when 
and only when (para. 132): 


(a) it is probable that the consumption or loss of future economic benefits resulting in a 
reduction in assets and/or an increase in liabilities has occurred; and 
(b) the consumption or loss of future economic benefits can be measured reliably. 


Again there is no distinction between the expenses incurred in the ongoing major 
operations of an entity and the losses incurred in peripheral activities and from 
organizational changes. 


CONCLUDING COMMENTS 


Accepting the general thrust of the statement of accounting concepts SAC 4, there 
seem to. some fundamental problems in construction and application. 


1. Certain concepts in the statement appear to have been constructed to justify 
traditional preconceived accounting standards—an approach that must inevit- 
ably lead to inconsistencies in accounting standards. 

2. The concepts are disregarded in the setting of specific accounting standards, as 
in the case of leases, without any supportable justification. 

3. In endeavouring to establish conceptual criteria for the ‘logical’ derivation of an 
accounting standard, there also seems to be a disregard of specific sections of 
the Corporations Law. 


Although the primary purpose of the CF is its function as a guide in developing 
and reviewing accounting standards, the framework will be ineffective if inconsist- 
ent traditional accounting is accommodated through a series of political patches. A 
number of suggested amendments to SAC 4 are set out Appendix A. The amend- 
ments do not alter the thrust of the CF, but are intended to eliminate ‘concepts’ set 
in place to justify certain traditional practices and to bring the concepts of assets 
into harmony with other concepts. With these amendments, certain items, such as 
acquired goodwill, which are currently reported as assets, would no longer be 
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reported as such. The rights acquired from all material leasing contracts would be 
reported as assets. 
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APPENDIX A 


CHARACTERISTICS AND RECOGNITION CRITERIA: 
STATEMENT OF FINANCIAL POSITION 


SAC 4 
Panel A: Assets 


Essential characteristics 

(a) Future economic benefits 

a) Controlled by the entity 

c) As a result of past 
transactions or other 
past events 


Recognition criteria 

(a) Probable that the future 
economic benefits 
embodied in the asset 
will eventuate; and the 
asset 

(b) Possesses a cost or other 
value that can be 
measured reliably 


Panel B: Liabilities 


Essential characteristics 

(a) Future sacrifices of 
economic benefits 

(b) Entity presently obliged 
to make to other entities 

(c) As a result of past 
transactions or other 
past events 

Recognition criteria 

(a) Probable that the future 
sacrifice economic 
benefits will be required; 
and 

(b) The amount of the 
sacrifice can be 
measured reliably 


Panel C: Equity 


Essential characteristics 


(a) Residual interest in the 
assets of an entity after 
deduction of its liabilities 


Recognition criteria 


IAS framework 


Essential characteristics 

(a) Resource 

(b) Controlled by the enterprise 

(c) As a result of past events, 
from which 

(d) Future economic benefits 
are expected to flow to the 
enterprise 

Recognition criteria 

(a) Probable that the future 
economic benefits will flow 
to the enterprise; and the 
asset 

(b) Has a cost or value that can 
be measured reliably 


Essential characteristics 
ey Obligations 
b) Presently owed by the 
enterprise-. 
te As a result of past events 
d) Resultitig in the expected 
sacrifice of future economic 
benefits 
Recognition criteria 
(a) Probable that a sacrifice of 
future economic benefits 
will result from settlement 
of the obligation; and 
(b) The amount of the sacrifice 
can be measured reliably 


Essential characteristics 

(a) Residual interest in the 
assets of an enterprise after 
deducting all its liabilities 


Recognition criteria 
(a) Assets and liabilities meet 
the tests for recognition 
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Essential characteristics 

Rights; 

b) Controlled by the entity; 

(c) In the conditions at the 
reporting date; from which 

(d) Identifiable future economic 
benefits are expected to flow 
to the entity 

Recognition criteria 

(a) Probable that identifiable 
future economic benefits will 
flow to the entity; and 

(b) The amount of the future 
economic benefits can be 
measured reliably 


Essential characteristics . 

(a) Present obligations 

(b) Incurred or assumed by 
an entity 

(c) In the conditions at the 
reporting date 

(d) To sacrifice of future 
economic benefits 

Recognition criteria 

(a) Probable that future 
economic benefits will be 
sacrificed by the entity; and 

(b) The amount of the sacrifice 
can be measured reliably 


Essential characteristics 

Residual interest; 

(b) In the conditions at the 
reporting date; 

(c) In the net future economic 
benefits flowing from rights 
and obligations 

Recognition criteria 

(a) Rights meet the tests for 
recognition as assets; and 
obligations meet the tests for 
recognition as liabilities. 


CT AND DEVELOPING STANDARDS 


APPENDIX B 


CHARACTERISTICS AND RECOGNITION CRITERIA: 
STATEMENT OF PERFORMANCE 


SAC 4 
Pane] A: Revenues 


Essential characteristics 


(a) Inflows or other 
enhancements, or savings 
in outflows, of future 

_ economic benefits; 

(b) In the form of increases 
in assets or reductions of 
liabilities of the entity; 

(c) Other than those relating 
to contributions by 
owners that result in an 
increase in equity during 
the reporting period. 

Recognition criteria 

(a) Probable that the inflow 
or other enhancement or 
savings in outflows of 
future economic benefits 
has occurred; and 


(b) The amount of the inflow . 


or other enhancement or 
savings of future 
economic benefits can 
be measured reliably. 


Panel B: Expenses 


Essential characteristics 

(a) Consumptions or losses 
of future economic 
benefits; 

(b) In the form of reductions 
in assets or increases in 
liabilities of the entity; 

(c) Other than those relating 
to distributions to 
owners that result in a 
decrease in equity during 
the reporting period. 

Recognition criteria 

(a) Probable that the 
consumption or loss of 
future economic benefits 
has occurred; and 

(b) The amount of the 
consumption or loss of 
future economic benefits 
can be measured reliably. 


IAS framework 


Essential characteristics 

(a) Increases in economic 
benefits 

(b) Arising from ordinary 
activities during an 
accounting period; 

(c) In the form of inflows or 
enhancements of assets or 
decreases of liabilities that 
result in increases in equity; 

(d) Other than those relating to 
equity participants. 


Recognition criteria 

(a) Increase in future economic 
benefits related to an 
increase in an asset or a 
decrease of a liability; and 

(b) Increase can be measured 
reliably. 


Essential characteristics 

(a) Decreases in economic 
benefits 

(b) Arising from ordinary 
activities during an 
accounting period; 

(c) In the form of ouflows or 
depletions of assets or 
incurrence of liabilities that 
result in decreases in equity; 

(d) Other than those relating to 
equity participants. 

Recognition criteria 

(a) Increase in future economic 
benefits related to an 
increase in an asset or a 
decrease of a liability; and 

(b) Increase can be measured 
reliably. 
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Essential characteristics 


(a) Increases in the net assets of 
an entity; 

(b) From the major ongoing 
activities of the entity during 
the period ending on the 
reporting date; 

(c) Other than from transactions 
with the holders of equity 
interest 


Recognition criteria 

(a) Conditions satisfied for 
recognition of an asset or 
increase in an asset, or of 
the settlement or reduction 
of a liability. 


Essential characteristics 


(a) Decreases in the net assets 
of an entity; 

(b) From the major ongoing 
activities of the entity during 
the period ending on the 
reporting date; 

(c) Other than from transactions 
with the holders of the 
equity interest 


Recognition criteria 

(a) Conditions satisfied for 
recognition of the loss or 
decrease in an asset, or of 
the incurrence or increase of 
a liability. 
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APPENDIX B 
(CONTINUED) 
SAC 4 IAS framework Suggested amendment 
Panel C: Gains and Losses 
Essential characteristics Essential characteristics 
No clear criteria (a) Increase in the net assets of 
an entity; 

(b) From the peripheral 
activities of the entity and 
from organizational changes 
during the period ending on 
the reporting date; 

(c) Other than from transactions 
with the holders of the 
equity interest 

Recognition criteria Recognition criteria 
No clear criteria (a) Conditions satisfied for 


recognition of changes in 
assets and liabilities. 
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SUSAN NEWBERRY 


Reporting Performance: Comprehensive 
Income and its Components 


The underlying question raised in this article is: why is the accounting 
profession’s conceptual framework (CF) so authoritative when it is con- 
ceptually incoherent? A supplementary question is how can ‘conceptually 
robust’ accounting standards be derived from an incoherent framework? 
This article draws on Page and Spira’s (1999) contrasting framework meta- 
phors to suggest that the appearance of conceptual robustness is more 
important than the reality, and illustrates the point with the International 
Accounting Standards Board’s (IASB’s) progress report on its reporting 
performance project. Some inherent weaknesses in the move towards 
internationally enforceable financial regulations have been acknowledged, 
but this article suggests the LASB’s project demonstrates two additional 
weaknesses: internal incoherence, and the potential for political ends to 
drive supposedly technical regulations. 


Key words: Accounting standards, international; Conceptual framework; 
FASB; Financial performance; LASB; Income. 


When the Financial Accounting Standards Board (FASB) embarked on its concep- 
tual framework (CF) project, it anticipated that the CF would provide an author- 
itative and ‘coherent system of interrelated objectives and fundamentals’ (Storey 
and Storey, 1998, p. 85, quoting CON6). The FASB attempted to build a technical 
CF from which it would derive accounting standards for the business sector (Kirk, 
1988) and expected that preparers, auditors and users of financial reports would 
also find the framework useful. The CF’s lack of coherence is recognized (see, e.g., 
Page and Spira, 1999; Godfrey et al., 2000, pp. 430-1), yet it remains the authoritat- 
ive statement underlying accounting standards. Other accounting standard setters, 
including the International Accounting Standards Board’s (LASB) predecessor, the 
International Accounting Standards Committee, have also adopted it, albeit with 
minor variations. 

The IASB expects that its current project on reporting performance will lead 
to a ‘conceptually robust’ accounting standard which addresses disclosure issues 
in the statement of comprehensive income (IASB, 2002, p. 2). How the CF’s con- 
ceptual incoherence will assist in achieving such an outcome is not explained. 
This article suggests that the [ASB’s expectations require further consideration of 
the framework underpinning the CF, and that this has significant implications for 
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the move towards enforceable global accounting standards. The following meta- 
phors may assist in that consideration. 


THE CF METAPHOR 


The idea of a conceptual framework is capable of multiple metaphorical interpreta- 
tions. Page and Spira (1999) contrasted two interpretations: a framework which 
functions like a Meccano (toy construction) set; and a framework which functions 
like underwear. The FASB’s early explanation and intended use of the CF suggested 
the Meccano set metaphor. Pieces of a Meccano set are constructed for assembly 
with other pieces of Meccano, but not with pieces from other sets of toys. A 
Meccano set may be assembled to form a rigid structure, with each part supporting 
and reinforcing the others. If this structure is sound, it may function as a framework, 
and it will provide a solid foundation for external cladding. The rigidity of the 
structure means that the cladding is also ngid, and that changes to the framework 
will necessitate changes to the cladding. In accounting terms, the different parts of 
the CF must be drawn from the same accounting theory and, in the event of 
changes to the CF, changes to the accounting standards derived from it will also be 
necessary. 

The FASB might have anticipated a Meccano set CF, but commentators quickly 
pointed out that the CF could not function in this manner because accounting 
practices and standards result from a combination of ‘political and economic forces’ 
(Heath, 1988, p. 104). Even if the CF itself were coherent, the FASB had still 
committed 


[a] fundamental error... the mistaken notion that it is possible to avoid, minimize, or 
control debate on basic issues by prior agreement on abstract principles ...The flaw in 
the conceptual framework is simply that it attempts to improve the form and technique of 
reasoning, and in disciplines that deal with complex human affairs, the form and tech- 
nique of reasoning aré tangential matters . .. The attempt to base accounting decisions on 
definitions risks . . . mechanical decision-making . . . For all its logical rigor, it is irrational. 
(Gerboth, 1987, pp. 1-2) 


Some FASB members agreed with this assessment, acknowledging that the CF is 
useful but not sufficient on its own and that their early expectations were over- 
optimistic (Kirk, 1988). The CF provides a useful starting point, but the political 
nature of accounting standard setting is such that a purely technical solution may be 
unacceptable (Beresford, 1988; Kirk, 1988; Brown, 1990; Wyatt, 1990). However, the 
Meccano set metaphor still seems powerful, possibly because it may seem obvious 
to accountants (Page and Spira, 1999), but also, perhaps, because key developers 
of the CF seem to suggest it. Storey and Storey (1998), for example, urge account- 
ing standard setters and practitioners to apply consistently the theoretical ideas 
contained in the CF. 

An alternative metaphor of a framework as underwear suggests that underwear 
contains, helps to conceal, and improves the appearance or:image of the body. 
Typically the material used for underwear is flexible, allowing the underwear to 
stretch or shrink to fit, and help to mould, the body’s shape. Matching underwear 
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is unnecessary: different, non-matching pieces of underwear may be used in com- 
bination or discarded at will. Allowing occasional glimpses of attractive individual 
pieces of underwear may help to project the desired image, although tattered 
underwear should remain concealed. In accounting terms, a CF contains the body 
of accounting practices and standards and helps to project a respectable public 
image of financial reports, financial reporting, and, indeed, the accounting profes- 
sion (Page and Spira, 1999). The idea that the underwear does not need to match 
implies that conceptual coherence is unnecessary. The CF’s function is to help 
make ‘accounting standards easier to sell to preparers and users and to make 
standards more difficult to attack’ (p. 492). 

The underwear metaphor may seem far-fetched, but it is surprisingly similar to 
Scott’s (1990) more conventional explanation of a system for reporting. Scott re- 
gards any such system as multi-layered: the first layer is a conceptual instruments 
layer which defines key components of the intended reports; the second layer is a 
technical instruments layer which specifies reporting methods, and in the process 
interprets. and re-interprets the conceptual instruments; and the third layer is the 
situated interpretations layer which leaves sufficient flexibility for practitioners 
producing reports to resolve ambiguities. Scott argues that conceptual coherence 
should not be expected either of the reports produced from such a system or of the 
system itself, not even of the conceptual instruments layer. Eventually, however, 
any such system becomes unwieldy and must be replaced (Rhodes, 1997). If Scott’s 
three layers are compared with the accounting standard setters’ CF (conceptual 
instruments), accounting standards (technical instruments) and financial report pro- 
duction process (situated interpretations), his dismissal of conceptual coherence is 
consistent with the underwear metaphor. 


THE FASB’S CF 


The developers of the FASB’s CF quickly became regarded as reformers (Miller, 
1990). They focused the CF on equity investors who require information useful 
for their investment decisions, who are already sophisticated users of financial 
reports, and who therefore have no need of education. The decision-usefulness focus 
implied that investors would require current or forward-looking information (Page 
and Spira, 1999) whereas accounting in the United States was predominantly based 
on historical costs. 


The Concept of Income in the FASB’s CF 

Arguably, the FASB’s early idea of a CF implied the adoption of a single coherent 
set of accounting concepts. However, development of the CF followed considerable 
debate over competing theories, with the concept of income (financial performance) 
at the heart of this debate (Chambers, 1975). Which one of two mutually exclusive 
concepts of income (income as a measure of performance of an enterprise and its 
management, or income as an enhancement of investor wealth) should be adopted 
in the CF was highly controversial at the time and remains so today (Storey and 
Storey, 1998, p. 76). 
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Both concepts of income have long historical roots: the measure of performance 
of an enterprise seems to derive from England’s early agricultural economy, while 
the enhancement of wealth concept of income derives from seventeenth-century 
merchant shipping days (see Zheng, 2001, for a full explanation). The measure of 
performance concept regards income as arising only from purposeful activities, 
particularly the recurring usage of physical non-current (or fixed) capital (Fisher, 
1965), while other gams or losses apparently unrelated to the purposeful activities 
are excluded. Capital seems to be a physical idea because this concept of income 
distinguishes between the cost of consuming the service units embodied in the capital, 
and changes in the value of that capital. Depreciation, regarded as the consumption 
of service units, is a valid cost to be charged against income. It implies the use of 
cost-based entry values for assets such as historical cost or, possibly, replacement 
cost and makes clear the need for cost allocations and matching to determine 
income. Changes in the value of capital are excluded from income. 

The enhancement of wealth concept of income focuses on income from the 
investor’s perspective. Income is the monetary difference between the amount 
invested and the amount subsequently distributed or available for distribution. The 
amount invested is equity (or net assets) and income, regardless of how it arises, 
accrues to investors in proportion to their stockholding. Because the focus is on 
increases in investors’ wealth this concept of income implies that valuation is 
important and that matching costs with revenues is irrelevant. Therefore, it implies 
the use of realizable values for all assets and liabilities. 

The FASB’s reformers rejected the popular matching-based measure of per- 
formance concept of income and adopted the enhancement of wealth concept for 
the CF. Primacy was placed on assets and liabilities, linking them with cash inflows 
or outflows. The CF defines comprehensive income as the change in owners’ equity 
(CON6, para. 70), excluding changes in ownership by way of contributions or 
distributions. Consequently, income should be the change in the value of those 
assets and liabilities, but this requires adoption of an appropriate valuation base— 
a step which the FASB was apparently not prepared to take immediately (Jones 
and Aiken, 1994, p. 201). 

Counter-reformers halted the CF project with CONS, which took no position on 
the valuation base, merely acknowledging several possibilities and proposing that 
accounting should continue to evolve (Miller, 1990).' The counter-reformers scored 
another success when the FASB revised CON3 to incorporate the non-business 
sector in the CF. In that revision, the definitions of assets and liabilities were 
unnecessarily weakened by softening the required link between cash inflows and 
outflows (Sanborn, 1987). Even so, the enhancement of wealth concept of income 
removed any justification for matching, thus also removing any justification for 
regarding depreciation as consumption (Miller, 1990, p. 26). This is because the 
analytical starting point for analysis is whether the value of an asset or liability has 
changed. Unless depreciation is regarded as recording value changes, the credit 


1 The conceptual framework reformers denied accusations that they attempted to move away ‘from 
historical cost, and objected to refusals to believe those denials (Storey and Storey, pp. 135-7, 139). 
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side of any depreciation entry is neither an asset nor a liability, but seems instead 
to be a ‘what-you-may-call-it? which has no place in. the balance sheet or a State- 
ment of Financial Position (Storey and Storey, 1998, pp. 63, 87). 

CONS’s failure to resolve the valuation issue and retention of the historical cost 
base is clearly a source of theoretical incoherence in a CF which has adopted 
an enhancement of wealth concept of income. CONS5’s counter-reformers also 
attempted to reinstate the measure of performance concept of income (for exn!ana- 
tion, see Storey and Storey, 1998, pp. 150-4). Several times CONS refers to, but 
does not define, earnings as a component of net income which is, in turn, a com- 
ponent of comprehensive income. 


ACCOUNTING STANDARD SETTING AND COMPONENTS OF 
COMPREHENSIVE INCOME 


Users of financial reports take little part in the accounting standard setting process. 
Rather, the process is conducted in the language of the CF and is dominated by 
preparers of financial reports and auditors, often lobbying on behalf of preparer 
clients (Beresford, 1993). Even though the political nature of the standard setting 
process means that accounting standards will not necessarily be consistent with the 
CF, it is unlikely that standard setters will admit any inconsistency. Consequently, 
the basis upon which a particular conclusion is reached may, on closer scrutiny, be 
found to be weak or erroneous (see, e.g., Newberry, 1995, 2001; Mozes, 1998). The 
political nature of accounting standard setting receives little or no acknowledgment. 

Because the CF does not address the issue, it has effectively delegated to 
accounting standard setters as a display issue the specification of components of 
comprehensive income (CON6, para. 64). In the absence of any standard, this has 
left preparers of financial reports with considerable discretion over display issues, 
although the FASB slightly reduced that discretion in 1997 with FAS 130: Report- 
ing Comprehensive Income. That standard identified two components of compre- 
hensive income: net income and other comprehensive income. It specified (para. 17) 
what should be classified as other comprehensive income (‘foreign currency items, 
minimum pension liability adjustments, and unrealized gains and losses on certain 
investments in debt and equity securities’), and left with preparers of financial 
reports the ability to determine sub-components within net income. Two related 
developments show how the discretion left with preparers has seriously compromised 
financial reporting. 

First, preparers of financial reports have used the discretion available to them to 
develop and promote their own sub-components within net income in an attempt 
to direct user attention upward and away from both the comprehensive income 
total and the net income sub-total. These sub-components, often referred to by 
preparers as ‘pro forma’ figures, and which have become known as a ‘Street’ meas- 
ure of earnings because of Wall Street analysts’ acceptance of those figures, have 
gradually excluded an increasing number of items, mostly expenses. The expenses 
excluded may consist of major expenses such as restructuring costs and even 
marketing costs that, it is argued, are non-recurring. Expenses have also been 
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chiselled out of an older measure of performance idea of earnings which reported 
earnings before interest and tax (EBIT) on the basis that the expenses excluded 
were irrelevant to performance evaluation. Over time, this measure changed to 
exclude non-cash items such as depreciation and amortization, and the acronym 
changed to EBITDA. Some companies have gone to such ‘ridiculous lengths’ 
to exclude expenses and inflate their pro forma figures that former SEC chief 
accountant Lynn Turner used the acronym EBBS, meaning ‘everything but the 
bad stuff’ to describe the changing pro forma figures (Levitt, 2002, p. 152). Recent 
research has found that despite doubts which have been voiced about the validity 
of these Street earnings.measures, and despite suggestions that preparers may be 
deceiving users, the Street measures now have greater explanatory power in relation 
to changes in share price than the FASB’s net income measure (GAAP earnings) 
(Bradshaw and Sloan,.2002). This is dangerous, however, because ‘GAAP earnings 
generally preserve the long-run correspondence between earnings and cash flow’ 
while Street earnings measures do not. The expenses and losses ignored by focusing 
on the inflated Street ‘measures still ‘represent very real operating costs that are 
associated with past; present or future cash outflow’ (p. 24). Consequently, investors 
using the Street measures to price companies risk overvaluing the shares. Arguably, 
changes in other reporting practices and analysts’ involvement in the financial 
markets help to explain:how and why the emergence of Street measures has occurred 
(Bradshaw and Sloan, 2002; Levitt, 2002). It also illustrates what happens when 
accounting standards fail to meet the expectations of users. 

Advances in information technology mean that today companies’ earnings an- 
nouncements are widely disseminated to investors before investors receive, or have 
access to, the audited financial reports. During the 1990s, the earnings announce- 
ments increasingly emphasized the Street earnings measures while downplaying 
the GAAP measure (Bradshaw and Sloan, 2002). At the same time, the FASB 
attempted to retain the measure of performance approach to reporting income 
by requiring continued application of the realization principle, while adopting 
enhancement of wealth ideas in, for example, asset impairment requirements. This 
promoted less systematic depreciation practices and an increase in occasional large 
asset impairment charges which were excluded from the Street earnings measure . 
(Bradshaw and Sloan, 2002). In addition, analysts were increasingly compromised 
by their firms’ desire for continued income from corporate clients and major insti- 
tutional investors (Levitt, 2002). As was evident in the case of Enron, supposedly 
neutral analysts have acted as cheerleaders for shares, thus boosting offering prices 
for issuing companies, or allegedly assisting major institutional investors by keeping 
prices of inferior shares high while the major investors offload their holdings. In 
this environment, it has been alleged analysts also ceased or considerably reduced 
their efforts to examine the detail in published financial reports, and avoided any 
public challenge to the companies’ ‘positive spin’, even when privately describing 
the companies’ shares in uncomplimentary terms (Levitt, 2002, pp. 65—8; see, e.g., 
comment about Merrill Lynch star analyst Henry Blodget). 

The development of Street earnings measures appears to have posed two prob- 
lems for accounting standard setters. First, the failure to resolve the debate over 
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the concept of income at the time of developing the CF seems to have led to an 
ongoing battle between standard setters and preparers. Preparers’ continued deter- 
mination to use and advocate an alternative measure of performance concept of 
income challenges what remains of the reformers’ enhancement of wealth concept 
of income in the CF. The FASB’s failure or, possibly, its inability to reduce preparers’ 
discretion beyond the GAAP net income measure has allowed opportunistic pre- 
parers to develop the Street earnings measures and emphasize those measures in 
the published financial reports. 

Secondly, despite the assumption in the CF that users are or should be sufficiently 
sophisticated to understand financial reports and the rejection of any need to 
educate users, the emergence of Street measures demonstrates the point that users 
might not be as sophisticated as assumed and that they can be educated to use 
alternative measures. That is, opportunistic preparers appear to have educated even 
users who should be sufficiently skilled to know better to expect and use mislead- 
ing Street earnings measures. At the same time, the combined application of the 
measure of performance practices (e.g., realization, depreciation) and enhance- 
ment of wealth practices (e.g., asset impairment) may mean that compliance with 
FASB requirements yields muddled information that is not useful, thus prompting 
analysts to extract numbers that they think are useful. The dilemma for accounting 
standard setters is that the CF’s decision-usefulness focus implies that users should 
receive the information the users regard as useful, even if it differs from the informa- 
tion accounting standard setters think users should find useful (Beresford, 1993). 
Now, with increasing movement towards an international set of accounting stand- 
ards, the problem of regulating components of income within the statement of 
financial performance (and satisfying users’ demands for useful information) has 
fallen to the LASB to resolve. 


The IASB’s Reporting Performance Project 

IASB members must commit themselves to two objectives: achievement of the 
International Accounting Standards Committee (IASC) Foundation’s objectives; 
and to ‘serving the public interest through a private standard setting process’. The 
_ TASC Foundation’s objectives include the development, ‘in the public interest’, of 
a ‘single set of high quality, understandable and enforceable global accounting 
standards that require high quality, transparent and comparable information in 
financial statements and other financial reporting to help participants in the world’s 
capital markets and other users to make economic decisions’ (www.iasb.org.uk).” The 
development of internationally enforceable technical codes and standards is popular 
currently, but carries with it acknowledged weaknesses. These include incompatibility 


2 Although not mentioned on the IASB’s web site, these objectives are similar to General Agreement 
on Trade in Services (GATS) undertakings which affect technical standards, including accounting 
standards. The GATS accountancy disciplines are scheduled to become effective in 2005 when the 
current GATS round concludes (Arnold, 2002)..This date coincides with that announced recently by 
Australia for the full adoption of IFRSs (Alfredson, 2003; Haswell and McKinnon, 2003; Howieson 
and Langfield-Smith, 2003; Miller, 2003). Compliance with IFRSs will be required by 2007, with 
voluntary adoption from 2005. 
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between different technical codes and standards, and incompatibility of technical 
standards with different countries’ cultures and laws (Jordan and Majnoni, 2002). 
The IASB’s reporting performance project reveals additional weaknesses. 

According to the most recent project documentation (December 2002), the IASB 
undertook its reporting performance project because the preparer-defined (Street) 
measures of earnings are regarded as increasingly problematic, yet the comprehens- 
ive income figure is not ‘particularly useful’ (IASB, 2002, p. 1). Comprehensive 
income is an aggregate of various components of financial performance each of 
which provides different information to users. The [ASB intends to develop from 
its reporting performance project ‘a set of “performance reporting principles” 
that will provide a conceptually robust basis for the statement of comprehensive 
income’ (p. 2). 3 

The overriding objective of the reporting performance project is to achieve a 
format for the statement of comprehensive income which will ‘categorize and dis- 
play all income and expenses for the period in a way that enhances users’ under- 
standing of the entity’s achieved performance and that assists users in forming 
expectations of future performance’ (p. 2). A set of five working principles has 
been devised to guide the project in achieving its objective (p. 3). Two of those 
principles have been utilized to develop a proposed two-column form of financial 
statement with three vertical sub-totals. 

The two columns facilitate the separate reporting of ‘re-measurements’ of assets 
and liabilities from the revenues and expenses that are not re-measurements (prin- 
ciple 3). Revaluations, impairment losses and disposal gains or losses are to be 
displayed in the re-measurements column, and depreciation displayed in the other 
column. The three vertical sub-totals are business, financing and tax measures. The 
business and financing measures are intended to ‘distinguish the return on total 
capital employed from the return on equity’ (principle 1). Capital employed con- 
sists of the assets and liabilities needed to support a given level of operations and 
which must be financed. Interest expense is a finance cost although whether all 
interest expense is regarded in this way is not clear. Figure 1 shows the intended 
layout of the report. 

Capital employed implies a physical concept of capital maintenance while the 
separation of depreciation from re-measurement changes similarly implies that 


FIGURE 1 


PROPOSED MATRIX FOR REPORTING PERFORMANCE (FROM IASB, 2002) 


Total Income before Re-measurements 
reé-measurements 


Business XX X 


X 
Financing XX 
Tax X X X 
Comprehensive income XX XX XX 
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consumption of capital is a physical concept which is fundamentally different from 
changes in the value of that capital. Taken in isolation, project documentation 
on the IASB’s reporting performance project suggests that the LASB intends to 
develop the measure of performance of an enterprise concept of income within, and 
therefore as a component of, the enhancement of wealth concept of COmprenensive 
income. 

Although the [ASB’s epot performance a excludes issues of recogni- 
tion and measurement, other projects do address those issues and raise questions 
whether the IASB intends to embed the measure of performance concept within 
the enhancement of wealth concept, or whether the [ASB has failed to recognize 
its mixed application of these different concepts of income. For example, the L[ASB’s 
revenue recognition project, which must affect all of the revenue figures reported 
in the performance report, seems to reject the measure of performance concept 
applied in the reporting performance project. The revenue recognition project 
report explains that the ‘Board is exploring an approach that focuses on changes 
in assets and liabilities and is not over-ridden by tests based on notions of an 
earnings process’ (IASB, 2003, p. 1). At the same time, comment on the improve- 
ments project, and especially developments to IAS 16, Property, Plant and Equipment, 
suggest an attempt to apply a measure of performance concept of depreciation as 
physical consumption in conjunction with an enhancement of wealth concept of 
asset impairment. These conceptually inconsistent developments will feed in to the 
figures reported in the LASB’s performance report for which the IASB, in its drive 
to achieve a single set of high quality, understandable standards, intends to find a 
conceptually robust basis. 


DISCUSSION AND CONCLUSION 


Much of the legitimacy of private sector standard setting bodies rests on percep- 
tions that the rules are purely technical matters. Accounting standard setters, for 
example, ostensibly acting in the public interest, project an appearance of applying 
a coherent technical body of knowledge (the CF) to derive neutral accounting 
standards.’ A key problem for accounting standard setters is that the CF is inco- 
herent, at least partly because it conceals a long-standing and still unsettled battle 
over concepts of income: the measure of performance concept, and the enhancement 
of wealth concept. Worse, it is no longer clear that standard setters are fully aware 
of that battle or even understand the CF. 

The definitions of elements of financial statements in the CF were drawn from 
normative accounting theory developed over a period of about half a century 
ranging from Paton (1922) and Canning (1929) to Sprouse and Moonitz (1962). 
In turn, that normative theory as illustrated in the above discussion of the major 
competing concepts of income drew on very long historical roots. The definitions 


> Of course the body of knowledge is based on underlying assumptions that are not technical, but 
cultural or political. For SADEK, the CF assumes private property rights and market-style exchange 
transactions. 
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of elements of financial reports are clearly based on the enhancement of wealth 
concept of comprehensive income but, following a paradigm shift in the early 
1970s when the focus of accounting studies moved to positive accounting theory, 
normative theorizing declined (Watts, 1995), Evidence suggests that few standard 
setters remain who understand or wish to apply the normative theory from which 
the CF has been drawn, while other standard setters may be applying theoretical 
ideas more closely allied to positive accounting theory, such as institutional theory 
which, applied normatively, involves devising technical rules to achieve particular 
strategic purposes (see, e.g., Israel, 1991, and Zeff’s 2003 comments about standard 
setting developments in the United States during the 1990s). In other words, rules 
that seem purely technical may be devised in an effort to achieve covert political 
ends. Arguably, accounting standard setters are left with a normatively derived 
CF that they no longer understand or wish to take seriously, and an increasingly 
politicized standard setting process in which accounting standards have themselves 
become political tools. This may explain, at least in part, the incoherence outlined 
above—a CF which embodies an enhancement of wealth concept and a reporting 
performance development which is incompatible with that concept in that it purports 
to yield measures of enterprise performance. Furthermore, within the purported 
measure of performance, recognition and measurement developments in one area 
apply an enhancement of wealth concept and in another apply both incompatible 
concepts of income at once. 

Whether the IASB can develop a conceptually robust basis to support its report- 
ing performance project depends on the framework metaphor adopted. If the CF is 
regarded as a Meccano set, then conceptual robustness is impossible. The enhance- 
ment of wealth concept of comprehensive income adopts the investors’ perspective, 
accords primacy to assets and liabilities, rejects matching and, effectively, regards 
income as an increase in realizable values of assets and liabilities. In contrast, the 
measure of performance of an enterprise concept of income requires matching 
and cost-based measures to identify the earnings left after particular costs, includ- 
ing depreciation, have been allocated (matched) against revenues. Even if the 
reporting performance project is examined in isolation, the Meccano set metaphor 
suggests that no conceptually robust basis can be found for embedding one concept 
of income inside the other because the two concepts are mutually exclusive. There 
is little to suggest, however, that the LASB is consciously attempting to embed one 
concept of income within the other. The IASB is attempting to pursue several 
projects at once, and even a brief examination of other projects that will affect the 
performance report suggests the two mutually exclusive concepts of income are 
being used indiscriminately. Hence, the most likely outcome is that the underwear 
metaphor will continue to be the most appropriate characterization of the frame- 
work underlying accounting standards. 

If the CF is intended to be more like a Meccano set, then the IASB’s reporting 
performance project, as well as related projects, demonstrates that the CF both has 
pieces missing and contains pieces from a different toy set. It is therefore inconsist- 
ent and incoherent and requires extensive revision. Any such revision will require 
the use of normative accounting theory (based on empirically derived objectives) 
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to facilitate a decision on the concept of income to be adopted, and the consistent 
development of that concept throughout the CF. This means either following through 
with the asset and liability focused enhancement of wealth concept of income or 
completing the reversion to the revenue and expense-focused measure of per- 
formance of an enterprise concept of income. The former will require clarification 
of the valuation implications, a reconsideration of the earlier decision to assume 
educated users, and a demonstration of how the enhancement of wealth concept is 
decision useful. The latter will require clarification of the point that this implies 
cost based measures, and a revision of all of the definitions of elements of finan- 
cial reports. The IASB has announced its intention to review and revise the CF 
(www.iasb.org.uk/cmt/), but there are some drawbacks in utilizing the Meccano 
set metaphor. First, the very idea of such a rigid technical framework is itself dated 
and conflicts with other views about the nature of a system for. reporting (e.g., 
Scott, 1990). Also, it fails to acknowledge the changing legal, social and economic 
developments in the reporting environment. A coherent but outdated and invalid 
CF is little better than no CF at ali. Second, even if it were possible to devise a 
consistent, coherent and currently valid CF, the development of accounting stand- 
ards consistent with it should not be expected. This is because accounting standard 
setting is a political process and expectations that standards may be set by logical 
deduction from a CF are unrealistic (Gerboth, 1987). 

Scrutiny of accounting standards purportedly derived from the CF reveals that 
the stated basis for conclusions in accounting standards typically uses CF termino- 
_ logy to suggest that the CF has been applied as if it is a Meccano set. Seldom do 
accounting standard setters acknowledge departures from the CF, even though 
closer scrutiny reveals weak arguments (see, e.g., Newberry, 1995, 2001; Mozes, 
1998) which suggest that the CF terminology actually is used like underwear. This 
subterfuge conceals the political nature of accounting standard setting and, by 
presenting accounting standards as technical developments, helps to legitimize the 
continuation of private-sector accounting standard setting. | 

The underwear metaphor provides scope to allow the IASB to claim conceptual 
robustness for its format for reporting performance. The IASB could allow differ- 
ent pieces of underwear to show, although preferably not at the same time, but it 
would need to keep the tattered underwear concealed. First, the definitions of 
elements of financial reports and the financial capital maintenance enhancement of . 
wealth concept of income may be shown to support the comprehensive income 
basis for the whole report of financial performance. Then, the decision-usefulness, 
user-oriented focus adopted in the CF may be shown to support the measure of 
performance ideas used to develop the proposed components of income. A quick 
peep at the valuation base may even be allowed because the IASB talks about a 
current value which, although it seems to be an exit value, may be interpreted in 
several ways, including cost based values (interview with IASB official, October 
2002). The underwear metaphor therefore allows the process of accounting standard 
setting to appear as if it is a purely technical, rather than a political, process. 

As is well recognized in disciplines allied to positive accounting theory, such as 
institutional theory, regulatory bodies must be prepared constantly to defend and 


335 


ABACUS 


legitimize their actions in order to retain their regulatory role (Horn, 1995). For 
accounting standard setters, this legitimizing process involves claims of neutrality, 
impartiality, and a desire to serve the public interest by producing technical 
accounting standards that will help to represent economic reality, rather than polit- 
ical standards intended to sway decisions in a particular predetermined direction 
(Beresford, 1997; Reither, 1997). The IASB may be doing its best to achieve these 
ideals, but the accounting standard setting process has developed into one where 
standard setters act as if they are applying a coherent CF, even if the CF is invalid 
and incoherent and even if they neither understand the CF nor actually apply it. 
Exposure of tattered underwear may endanger the standard setter’s carefully pro- 
jected respectable image. Perhaps undesirable public exposure could occur if answers 
were demanded to a few key questions. For example, with the LASB’s reporting 
performance project, appropriate questions might include: Exactly what is meant 
by current value? If current value is a realizable value, then what is depreciation 
and why should it be separated from other re-measurement changes? If current 
value is a cost-based measure, then what is an impairment loss and why should it 
be separated from depreciation? Also, given the primacy accorded by the CF to 
assets and liabilities, exactly what is the nature of the credit balance of the accumu- 
lated depreciation account? The CF allows no room in the balance sheet for ‘what- 
you-may-call-its’. When claims of conceptual consistency are inadequate to conceal 
the tattered pieces of the conceptual underwear then standard setters clearly have 
a problem. 

In the CF’s early days, expectations were that a CF would help. to reduce the 
political lobbying inherent in accounting standard setting because such political 
activities would be exposed. No doubt the CF has narrowed the scope for political 
lobbying because it reduces the number of potential lobbyists to those who can 
argue in the language of the CF. It seems, however, to bestow privileges upon 
those few (the preparers), increasing the potential for the development of account- 
ing standards that benefit them to the detriment of others, especially the users 
supposedly intended to benefit from the CF. This development might not have 
been anticipated, but it does suggest that in some ways the CF today is achieving 
the opposite of what was intended. 

The underwear metaphor for the CF shows how technical words may be recited 
while ignoring aspects of the legal, social and economic context within which 
accounting standards should be shaped. Such recitations conceal the highly polit- 
ical nature of accounting standard setting, and avoid any identification of those 
likely to win and those likely to lose from any accounting standard. Institutional 
theory suggests that powerful interest groups want highly technical rules because 
they conceal such information and are, therefore, easy to introduce (Horn, 1995). 
However, critics of institutional theory regard abstruse rule-making processes as 
subversive and potentially technically dysfunctional (Moe, 1990a, 1990b), while 
even proponents of internationally enforceable technical codes and standards 
acknowledge weaknesses, including incompatibility across different codes, incom- 
patibility with different countries’ cultures and laws, and the potential for ‘wide- 
spread regulatory hazard’ (Jordan and Majnoni, 2002, p. 19). 
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The IASB’s reporting performance project demonstrates two additional weak- 
nesses in this global trend to enforceable international standards. First, from a 
technical perspective, the acknowledged technical weakness of incompatibility across 
different codes suggests a major challenge facing the international financial institu- 
tions promoting global financial integration, because in February 2000 those institu- 
tions were dealing with forty-three different technical codes and considering a 
further twenty-three for inclusion in this integrated global rules project (Jordan 
and Majnoni, 2002, p. 19). With so many codes, the espoused attempt to remove 
inter-country regulatory arbitrage opportunities provides inter-code arbitrage oppor- 
tunities for exploitation world-wide. The reporting performance project demon- 
strates an additional weakness of intra-code incompatibility, thus increasing the 
potential for widespread regulatory hazard. Even if the standards were : purely 
technical matters, the apparently indiscriminate use of mutually exclusive. concepts 
of income to concoct a statement of performance has little chance of resulting in 
high quality, understandable accounting standards, because such standards would 
require intra-code compatibility. If intra-code compatibility is not feasible, inter- 
code compatibility can only be a dangerous fantasy. 

Second, proponents of enforceable international financial codes and standards 
suggest that the various financial rules are technical and should, therefore, be set 
by technical experts. The idea is misleading because technical rules can be devised 
to achieve covert political ends (Horn, 1995), a point Jordan and Majnoni (2002) 
acknowledge indirectly (p. 5-6). As is already well recognized in accounting, 
accounting standard setting is a highly political activity in which conceptual and 
technical coherence are ‘tangential matters’ (Gerboth, 1987, p. 2). The IASB may 
be doing its best to conduct a technical process, but inevitably the process is polit- 
ical and has the effect of reducing even further the number of potential lobbyists 
thus, albeit unintentionally, bestowing further privileges upon a few. The stakes 
are high because the outcome will be one set of rules for application world-wide. 
The drive to ‘transparent’ standards must be matched by transparency in the political 
process by which those standards are devised. To its credit, the IASB has revealed 
some politics, for example in relation to its share-based payments project. For all 
of the LASB’s projects, however, the desire for transparency requires that account- 
ing standards not be projected as mere technicalities, and that the politics not be 
concealed by a technical veneer. 

Perhaps, before this drive to achieve a single set of international accounting 
standards proceeds further, we should acknowledge that a scheme to develop 
a single internationally enforceable set of accounting standards—or any of the 
other supposedly technical standards that comprise the integrated global rules 
project—requires the preposterous assumption that each country’s cultural, legal 
and economic environment should be changed to fit the standards. The technical 
appearance of these standards is only superficial. Claims that the public interest 
will be served by devising and enforcing such a single international set of account- 
ing standards, and that the standards will be high quality and understandable, are 
no less.irrational than expectations that a CF can and should be used as if it is a 
Meccano set. 
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Objectives of Financial Reporting 


Conceptual framework documents can be evaluated in terms of four cri- 
teria: clarity of expression, consistency of assumptions with knowledge of 
commercial practices and the behaviour of external users of accounting 
information, internal consistency, and comprehensiveness as a guide to 
financial reporting practice. On this basis, the Australian Accounting 
Research Foundation’s (AARF’s) Statements of Accounting Concepts 
No. 2 (AARF, 1990a), Objectives of General Purpose Financial Reporting, 
is found wanting. SAC 2 is inappropriately drafted in terms of normative 
statements, and incorporates considerable ambiguity because of its allu- 
sions to inconsistent objectives without guidance as to weightings or how 
apparently inconsistent statements might be reconciled. Supporting analysis 
is rudimentary at best and it relies on an inappropriate use of termino- 

logy, while statements lack empirical support and are not linked to any 
analysis of users’ needs for information. Six recommendations for the 
redrafting of a more narrowly focused SAC 2 (concentrating on annual 
reports by profit-seeking entities) are presented. 


Key words: Accounting; Concepts; Objectives. 


The production of conceptual framework (CF) documents by various standard 
setters represents a victory of sorts for three decades of debate among contributors 
to the ‘decision-usefulness’ literature—names like Kenneth MacNeal, William Paton, 
Maurice Moonitz, Bob Sterling, George Staubus and Ray Chambers. Of these 
writers, those who were contemporaries did not agree about much. But they did 
agree that accounting was a service function, that accounting should and could 
provide information relevant to decision makers, and there was a lot wrong with 
accounting as it was practised. Some of them also suggested that the meaning of 
key accounting concepts was unclear. 

Indeed, browsing through early texts and commentaries, a notable feature is the 
failure of the pre-1970s professional and textbook literature to provide rigorous 
definitions of key accounting concepts, beyond offering vague statements along the 
lines that assets are ‘things of value’ (Finney, 1932; Bell and Graham, 1937; Corbin, 
1964) or items ‘invested in a business enterprise’ (Rorem, 1930) or represent ‘forms 
of invested capital’ (Mason et al., 1959). Contributors to the decision-usefulness 
debate steadily picked away and eventually (in the eyes of many) demolished old 
dictum that accounting was about ‘matching costs and revenues’ and an approach 
that left individual accountants to make judgments as to what pattern of matching 
was appropriate in the circumstances. 


R. G. Waker is a Professor of Accounting at the University of New South Wales. r.walker@unsw.edu.au 
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As it stands, the current Australian CF reflects compromises between differing 
points of view. The rationale presented in these documents incorporates vague 
language and circular reasoning (see Booth, 2003)..The content of some of these 
documents virtually predetermines the preservation of a repertoire of accounting 
practices which have often been found wanting. Indeed, recent experiences of 
corporate failures and distress have highlighted the differences in expectations 
between preparers and users of financial reports; some corporations have suddenly 
written off hundreds of millions of dollars of ‘assets’ which were previously reported ` 
in a manner which prima facie was consistent with accounting standards and the 
CF on which those standards were based. (E.g., Bond Corporation, Harris Scarfe 
and HIH Insurance recorded as ‘assets’ brands, licences, tax benefits, marketing 
or other capitalized expenditure, and the ‘acquisition costs’ of writing insurance 
policies. See Clarke et al., 2003, for a review.) 

The Financial Accounting Standards Board’s (FASB’s) initiatives in developing 
the original CF project were a response to criticism, mainly from the academic 
community, of the arbitrary and politicized nature of the American Institute of 
Certified Public Accountant’s (AICPA’s) Accounting Principles Board (APB) 
and its approach to rule-making (see, e.g., Horngren, 1973; Thackray, 1976). The 
involvement in the early stages of the project of some key academics who had 
participated in the decision-usefulness debate (Sprouse, Staubus, Sterling) may 
have helped promote efforts to provide definitions of key concepts. 

From any commonsense perspective, it was rather absurd for a profession to claim 
responsibility and expertise in the production of financial reports without having 
developed accepted or authoritative definitions of concepts like ‘asset’, ‘liability’, 
‘revenue’, ‘expense’. And it remains anomalous—and a surprise to many—that the 
profession has yet to develop an accepted or authoritative approach to measurement. 

So the FASB’s late-1970s ‘initiatives represented progress—even if the project 
was left incomplete. 

It is timely therefore to re-visit the CF, to see whether it can be refined and 
developed. This contribution focuses on a single element of the Australian CF— 
SAC 2, Objective of General Purpose Financial Reporting (AARF, 1990a).’ It is 
argued that the SAC 2 statement (and, for that matter, corresponding documents 
issued by the International Accounting Standards Board [[ASB]-and the FASB) 
warrant revision, in order to eliminate the ambiguity and inconsistency incorpor- 
ated within those documents, and to make them more useful as a guide to vere 
setters and practitioners. 


: CONCEPTUAL FRAMEWORKS AND THEIR ROLE 


A CF can assist regulatory or standard setting bodies by focusing attention on 
aspects of practice which are prima facie inconsistent with that framework. This 


1 This anticle primarily refers to the Australian Accounting Research Foundation’s documents but 
reference is also made to the LASC Framework (1989) and the FASB’s Statements of Aeau 
. Concepts (1978-1985) . 
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might be expected to expedite rule-making by ‘economizing effort’ (Solomons, 
1986) and possibly ensure that accounting rules exhibit a modicum of consistency. 
A CF can also serve as a guide to ae when they encounter new situations 
not encompassed by accounting standards. 

But therein lies the source of difficulties. CF documents can 


e legitimize existing (and unsatisfactory) practices—and predetermine the outcome 
of standard setting processes; or 

e establish the basis for the improvement of practice, by providing a coherent 
frame of reference for practitioners, and compelling standard setters to address 
whether specific rules will lead to the production of data that will satisfy the 
overall purpose of the financial reporting process. 


If a CF started with a clear view about the function of financial reporting, and 
combined that with observations of commercial practice and the behaviour and 
interpretative capacities of readers of financial statements, then logical reasoning 
should produce a coherent and consistent set of statements which can establish the 
basis for the development of improved practices. 


EVALUATING CONCEPTUAL FRAMEWORK DOCUMENTS 


How then can CF documents be evaluated? It is easy for individuals to list points 
with which they agree or disagree. Practitioners (and even some academics, e.g., 
Lev and Zarowin, 1999) occasionally lament the fact that standards based on the 
CF are inconsistent with the matching principle. Others observe that accounting 
reports prepared in a manner consistent with the CF do not accord due attention 
to the interests of some stakeholders (notably employees)—with a particular con- 
cern being the level of aggregation of general purpose financial reports (see, e.g., 
Foley and Maunders, 1977; Clarke et al., 1990; Clarke and Craig, 1991). 

The approach adopted here is to look at the documents in terms of four criteria: 


1. whether they are clearly expressed,’ and use terminology in a manner which is 
consistent with usage in related technical literatures; 

2. whether any assumptions are consistent with knowledge about commercial prac- 
tices and the behaviour of external users of accounting information; 

3. whether the documents, taken as a whole, are internally consistent; and 

4. whether they provide a comprehensive or complete framework to guide financial 
reporting practice. 


? The latter role has not been recognized in several discussions of CFs—see, e.g., Barton (1982) and 
Macve (1981). 


> One might suppose that an ambiguous document would be less useful as a guide to practitioners or 
standard setters than a document which is clear and unambiguous. However, it is recognized that the 
issue of ambiguous documenis by standard setters may well be used to claim achievement of a 
consensus, or to secure incremental change. One example of deliberate ambiguity is the prescription 
that assets be valued at ‘fair value’, a concept capable of a variety of interpretations. 
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If these four criteria were satisfied, a CF would be ‘usable’, in a practical sense, by 
both practitioners and regulators. 


A FRAMEWORK FOR WHAT FORM OF FINANCIAL REPORTING? 


At the outset, it may be worth asking ourselves what the CF is intended to cover— 
accounting in general, or financial reporting? If the latter, financial reporting for 
profit-seeking private sector entities? Or financial reporting by all forms of entities, 
including agencies (such as government departments) in the general govern- 
ment sector? Should ‘financial reporting’ be taken as including textual statements 
accompanying financial reports, and the presentation of performance indicators 
derived from financial and non-financial information only some of which may have 
been reported in aggregate form in financial statements? And should ‘financial 
reporting’ encompass interim reports, preliminary reports of financial results, and 
reports provided by entities whose securities are publicly traded, in terms of ‘con- 
tinuous disclosure’ regimes? 

In principle, it might be supposed that a CF that covers financial reporting for all 
forms of private sector and public sector entities would be more useful than one 
which is confined to (say) private sector business entities. Similarly, a framework 
that encompasses all forms of financial reporting, textual presentations and per- 
formance indicators would be more useful than one confined to annual financial 
statements. However, whether CF documents are more useful depends on whether 
breadth of coverage is achieved at the expense of rigour, the adoption of proposi- 
_ tions lacks empirical support, or the propositions derived from‘that framework are 
demonstrably inconsistent with evidence about users’ demand for different forms 
of information. 

Similar concerns arise in the consideration of the coverage or generality of theor- 
ies in the social sciences., Such theories may be narrow or extensive. Ultimately a 
general theory is to be preferred—but only if it provides a good basis for predict- 
ing phenomena. l 

Correspondingly it might be supposed that a CF which seeks to encompass all 
forms of financial reporting would be less useful or effective if it reflected a trade- 
off between generality and empirical support (or credibility). 

It may be worth noting that different exercises in enunciating ‘theory’ (in the 
sense of propositions underlying the practice of accounting) have adopted differing 
objectives. Chambers (1955) suggested that separate theories might be developed 
for business accounting or government accounting—and later he focused on indi- 
vidual actors and business entities (Chambers, 1966). The AICPA-sponsored 
Moonitz (1961) and Sprouse and Moonitz (1962) studies were concerned with 
‘business enterprises’. The ASOBAT project (AAA, 1966), on the other hand, - 
sought to set out received wisdom about the theory of accounting ‘not only to 
business operated for profit, but also to the activities of individuals, fiduciaries, 
governmental units, charitable enterprises, and similar entities’ (p. 2). 

Different CF projects have reflected similar diversity. The FASB’s original CF 
project focused on business enterprises but later, in a move apparently designed to 
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resist establishment of a separate public sector accounting standards board, it issued 
Concepts Statement 4 dealing with ‘not for profit’ entities. Australian Accounting 
Research Foundation (AARF) statements followed the FASB in seeking to pro- 
vide a framework covering all entities in all sectors. The International Accounting 
Standards Committee’s (LASC’s) framework (later adopted by the [ASB) was less 
ambitious and was confined to ‘all commercial, industrial and business reporting 
enterprises, whether in the public or private sectors’ (para. 8). 


WHY WASN'T SAC 2 LABELLED SAC 1? 


Contrary to the analysis presented in a prior AARF-sponsored study (Barton, 
1982), the Australian CF did not start from a statement of the purpose or function 
of financial reporting, but from a series of assertions about the concept of ‘report- 
ing entity’. These assertions essentially predetermined the content of standards on 
consolidation accounting, and also supported claims about the relevance of the 
subsequent statements in the CF to both the public and private sectors. Along the 
way SAC 1 (AARF, 1990b) incorporated some statements about the concept of 
‘accountability’, although without bothering to define that term. 

SAC 1 also adopted the FASB’s notion of ‘general purpose financial reporting’ 
(1976, p. 4). Use of that terminology was consistent with prior literature in its 
presumption that some forms of financial reporting could produce information 
relevant to different stakeholders (or ‘users’). However, the proposition that a 
specific set of reports would meet the supposed needs of all of those (potential) 
users was not self-evident. Indeed, accounting researchers have yet to identify and 
analyse the routine and non-routine judgments made by potential users. Some 
might argue that these subjects are matters for serious empirical investigation and 
analysis, so that financial reporting can be developed to better meet the needs of 
those users. Others (such as Demski, 1973) have claimed that no set of accounting 
rules will always rank accounting alternatives in a manner consistent with indi- 
vidual preferences and beliefs (though in an often overlooked comment added 
that this ‘does not however necessarily imply that they never provide the desired 
result’). Moreover, Demski’s analysis focused on alternative accounting treat- 
ments, and seemed to ignore the fact that accounting treatments in core financial 
statements could be supplemented with additional schedules (including.cash flow 
statements—a form of reporting virtually unknown in the 1970s). 

While academic research had yet to accumulate evidence about what forms of 
information are relevant to different judgments by different users (and even now 
that task is incomplete, and warrants updating as new commercial vehicles are 
invented), the authors of the CF were confidently able to assert that a general 
purpose report was (a) intended to meet the information needs of a wide range of 
users, and (b) that intention would be satisfied, and general purpose financial 
reports would satisfy, ‘at least the minimum required quality’ if they were com- 
piled in accordance with Statements of Accounting Concepts and Accounting Stand- 
ards (para. 9). At best, this was wishful thinking—particularly since the Statements 
of Accounting Concept did not (and still do not) represent an overall framework. 
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Having set the scene in SAC 1, SAC 2 then purported to set down the general 
objectives of financial reporting for reporting entities in both the public and pri- 
vate sectors. That step highlights the lack of research underpinning the CF, since 
an earlier AARF publication (Sutcliffe, 1985) had proposed that before AARF 
could develop standards for the public sector, it first needed to resolve or address 
some twenty-seven questions or issues through research projects. A research pro- 
gram of that form was neither completed nor even attempted before the AARF 
staff somehow found themselves capable .of drafting firm pronouncements on 
these matters. ; 


‘OBJECTIVES’ VERSUS ‘FUNCTIONS’ 


The. very use of the term ‘objectives’ might be questioned. Prior literature had re- 
peatedly referred to the ‘functions’ or purposes of financial reporting or accounting 
—in varying degrees of generality. D. R. Scott (1973), for example, saw accounts 
as ‘an instrument of administrative control’ (p. 207) and referred to ‘the control 
function of accounts’ (pp. 203-5). Goldberg (1965) claimed that ‘the principal 
functions in accounting are usually recognised as being those of recording, report- 
ing and interpreting. But underlying all of these is the necessity of measuring’ 
(p. 70). 

Chambers (1966, p. 9) argued for the E T of functional definitions of 
concepts: 


by a functional definition of a concept we mean a definition which makes explicit the 
usefulness of the concept for certain purposes. One way of accomplishing this explication 
is to make clear what activities or things are denoted by the concept and what purposes 

these activities (or things) serve l 


and duly provided a functional definition of accounting: 


We therefore define accounting functionally, as a method of retrospective and contempor- 
ary monetary calculation the purpose of which is to provide a conbauous source of 
financial information as a guide to E action in markets. 


It might seem pedantic to question the use of the term ‘objectives’ rather than 
‘functions’ in relation to accounting or financial reporting, since the technical lit- 
erature (with the notable exception of Staubus, 1961; the American Accounting 
Association’s ASOBAT report, 1966, the AICPA’s Trueblood Committee, 1973; 
and Sterling, 1979) had previously indicated a firm preference for the latter. It is 
a small point. But as Chambers observed: ‘An objective is an aim or goal. It is 
commonly used of people or bodies of people. It can perhaps be used of things. 
But for the sake of clarity it seems nee to speak of the “functions” of things 
or instruments’ (1976, p. 83). 

- While discussing functions of human processes, one may contrast the itterent 
views of academics committed to trying to improve the utility of accounting and 
financial reporting, and those simply trying to explain the practice of accounting or 
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of other phenomena. The former view sees financial reporting as a ‘service func- 
tion’ (Chambers, 1955). The latter view has been reflected in the statement that 
‘the function of financial statements is to reduce agency costs’ (Watts, 1977), while 
Dopuch and Sunder (1986) provided a sample of ten ‘objectives’ that could -be 
considered as ‘functional interpretations of accounting objectives’ (ranging from 
‘increase employment of accountants’ to ‘aid in enforcing anti-trust laws’). 

Agency‘ theory has been claimed to ‘lead to testable implications (predictions) 
about financial reporting behaviour’ (Whittred et al., 2000). It could be observed 
that, if the function of accounting was to reduce agency costs, then presumably the 
very first accounting standard issued would have dealt with the disclosure of man- 
agers’ and directors’ emoluments, and related party transactions. Yet the account- 
ing profession was slow to address both of these issues—and its conduct could be 
seen as resisting the introduction of requirements for the disclosure of related 
party transactions (see Walker and Robinson, 1994). 

Dopuch and Sunder (1986) denigrated the decision-usefulness theme and the 
view of accounting as a service function on the basis that the preferences of differ- 
ent stakeholders (the profession, management and users) may be too diverse to 
serve as a ‘guide to policy’; that there may be no intersection between the prefer- 
ences of interest groups; and that assumptions about ‘user primacy’ do not reflect 
‘the economic power of the suppliers in the market place’ (p. 15). Citizens may be 
grateful that academics in other disciplines place greater weight on the values of 
science, and do not dismiss efforts to contribute to society on the ground that 
major economic interests may resist the introduction of new and superior ways of 
providing services to the community. 


DRAFTING OF SAC 2 


In comparison with FASB publications, the AARF (and IASC) exercises do not 
reflect carefully crafted prose. 

SAC 2 expresses the ‘objectives’ of accounting in the form of normative 
statements. 

It is difficult to understand why this approach was chosen. Possibly it was recog- 
nition of the fact that accounting, as practised, does not meet the most commonly 
stated proposition (provide decision-useful information to key users). As Kenneth 
MacNeal observed in 1939, ‘accounting is not fully performing the service which it 
might perform’ (p. xi). Possibly the normative drafting reflects AARF’s original 
intention to make compliance with the CF mandatory—a stance that was initially 
supported by.the Australian professional bodies, and later abandoned. More likely, 
perhaps, is that AARF just copied the FASB’s drafting style. 

But this drafting style weakens the import of the statement from a proposi- 
tion about what is accepted as ‘fact’ to a proposition about what is considered an 
appropriate approach for practitioners (or standard setters) to follow. 

Even if concepts statements are intended to shape accounting practice, then the 
drafting of SAC 2 is weak: it provides guidance as to what should be done rather 
than a directive as to what shall be done. | 
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MULTIPLE OBJECTIVES? 


SAC 2 presents multiple objectives. This creates no difficulties, so long as the 
several objectives are complementary. Chambers’ (1976) effort to identify the 
functions of accounting listed no fewer than five (i.e., to inform on financial 
characteristics of firms; to inform currently from time to time; to inform on the 
aggregate financial features of firms; to inform completely on the financial con- - 
sequences of all events and transactions period by period; to inform in a uniform 
manner for all firms). All five statements were drafted in such a way as to be 
complementary (and consistent with the claimed benefits of the CoCoA system). 
However, confusion may arise where a series of objectives are in conflict, or where 
there is doubt about the relative weight to be assigned to one rather than another 
objective. 

That is the situation with SAC 2. One stated objective relates to the provision of 
relevant information to ‘users’; a second relates to the provision of information to 
assist ‘in the discharge of accountability. 

Those who are familiar with the decision-usefulness literature will recognize that 
the. former proposition has been interpreted as requiring the information of con- 
temporary monetary information, including data about the current values of assets. 
The reference to ‘discharge of accountability’ can be read as implying a need for a 
report on ‘stewardship’ (which in turn implies the need for a historical record of 
past transactions, indicating historical cost rather than current values). These two 
objectives are, on their face, inconsistent—and no guidance is given in SAC 2 as 
to what weighting should be assigned to one or other objective, or how the two 
objectives might be reconciled (e.g., by confining ‘stewardship’ disclosures to notes 
or schedules which are to accompany, rather than be part of, the main financial 
reports).* Hence the presentation of these two potentially inconsistent objectives 
means that SAC 2 does not establish a clear framework for standard setters or an 
unambiguous guide for practitioners (a matter examined in more detail below). 


CONTENT OF SAC 2 


Unlike the FASB’s effort, those responsible for drafting the Australian CF did not 
base their analysis on a review of research literature. The FASB, for example, 
undertook a relatively scholarly review of models of decision making (albeit, one’ 
which echoed much of Chambers’ analysis of the environment of action, monetary 
exchange, monetary calculation, though without any direct acknowledgement) and 
the implications of the findings of ‘capital market theory’ for the kinds of informa- 
tion desired by investors (FASB, 1976). | 
In comparison, the analysis contained in the CF documents is rudimentary and is 
beset with inappropriate use of terminology. Many of the statements included in 
SAC 2 lack empirical support, 


‘ The IASB CF similarly refers to accountability as an ‘add on’ objective—see para. 14. 
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SAC 2’s formal statements of objectives provide other examples. SAC 2 incor- 
porates three core propositions: 


1. General purpose financial reporting shall provide information useful to users 
for making and evaluating decisions about the allocation of scarce resources. 

2. Managements and governing bodies shall present general purpose financial re- 
ports in a manner which assists in discharging their accountability. 

3. General purpose financial reports shall disclose information relevant to the 
assessment of performance, financial position, and financing and investing, 
including information about compliance. 


In brief, Proposition 1: 


disregards well-trodden debates about what is meant by the concept of ‘useful’ 
—is information (like heroin) to be regarded as ‘useful’ simply because it is 
‘used’? 

disregards the preferences of academic researchers to refer to ‘judgments’ rather 
than ‘decisions’—since judgments pre-date decisions, and because readers of 
financial information may make initial judgments but defer decisions. (Indeed, 
SAC 2 also referred to ‘informed judgments’ but ee this notion in its 
summarization of key propositions.) 


Proposition 2 adopts a somewhat narrow concept of accountability—focusing on 
‘compliance’. Admittedly these core propositions should be read in conjunction 
with prior discussion and explanations. SAC 1 referred to accountability as involv- 
ing the provision of information about ‘the allocation of scarce resources’ (para. 7). 
The commentary in SAC 2 then asserted: 


accountability means the responsibility to provide information to enable users to make 
informed judgements about the performance, financial position, financing and investing, 
and compliance of the reporting entity. (para. 5) 


The three statements invoked (in total) three different (and distinct) notions of 
accountability. 


e SAC 1 referred to reporting (after the event) about how resources had been 
allocated; 

the key proposition in SAC 2 focused on ‘compliance’; and 

commentary in SAC 2 referred to the provision of financial information to 
enable judgments to be made about financial performance (and also about the 
extent to which parties had complied with [unspecified] regulatory requirements). 


Plainly those who drafted SAC 2 were either careless in their use of language, or 
unfamiliar with the literature on differing concepts of ‘accountability —or simply 
followed the FASB into error. The Trueblood Committee had been told that the 
term ‘accountability does not have separate, differing connotations depending on 
the. types of entities and responsibilities involved’ (Rosenfield, 1974, p. 125). That 
proposition was precisely and profoundly wrong. Public sector and private sector 
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entities exhibit quite different accountability relationships. Within the litérature on 
concepts of accountability, Stewart (1984) is regarded as a seminal work. Stewart 
presents a ‘ladder’ (or continuum) of accountability relationships incorporating: 
‘probity and legality’, ‘process accountability’, ‘performance accountability’, ‘pro- 
gramme accountability’ and ‘policy accountability’. Several of these are not applic- 
able to the private sector. 

Without labouring the point, analyses of the concept of accountability com- 
monly identify three elements, which can for brevity be expressed as questions: 
(a) who is accountable to whom? (b) for what are they accountable? and (c) what 
sanctions will be imposed in the event of failure? 

It might be added that ‘compliance’ with regulatory requirements about financial 
reporting is not an element of accountability to ‘users’ but a specification of what 
entities must report about financial performance and other matters (such as the 
extent to which directors, senior managers and auditors have been remunerated). 

AARF seems to have echoed the FASB’s (1976) claims—and those of the AICPA 
(1973) Study Group-—that ‘stewardship’ and ‘accountability’ could be regarded 
as synonyms, if stewardship in business enterprises was defined-to encompass 
accountability for financial performance. Jjiri (1975) took a similar stance. Hence 
the: AARF documents widened the coverage of SAC 2 to encompass account- 
ability in the public sector (where ‘stewardship’ of funds allocated by parliament 
remains a key concern of financial reporting, while program accountability concerns 
the adequacy and effectiveness as well as the economy and efficiency of service 
delivery). 

Proposition 3 compounds this confusion by asserting that financial statements of 
a particular form are to include information about ‘the extent of compliance’ (with 
unspecified regulatory requirements) when such information does not appear in 
financial statements but in assessments of the adequacy of financial statements. 
Further confusion arises from SAC 2’s assertion that an objective of financial 
reporting is to ‘disclose information relevant to the assessment of financial posi- 
tion’. By definition, a statement of financial position seeks to represent an entity’s 
financial position. Yet, according to SAC 2, financial reporting is about interpreting 
or assessing financial position. 

Moreover, while Proposition 3 focuses on past performance, it makes no men- 
tion of the role of financial reports in conveying information about the risks asso- 
ciated with changes in the values of assets and liabilities of a reporting entity, or in 
the profitability of operations over time. Historical information can indicate the 
manner in which financial position and performance have-changed over time, par- 
ticularly through showing the components of financial position at different dates, 
the sources of revenues and expenses, and the profitability of components of a 
business (in terms of segments or divisions). Arguably, the design of financial 
reports can assist readers to understand past changes and in turn to undertake 
subjective assessments of positive or adverse changes in future periods, which are 
relevant to their circumstances as stakeholders. Yet the AARF CF hardly men- 
tioned the interest of users of financial reports in Assessing the ‘risks’ associated 
with prospective returns. 
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If it is accepted that accounting is a service function, and that key outputs of the 
accounting process are the production of financial statements, a common and appro- 
priate element of various CFs is that that a link is drawn between the production of 
financial statements and the ‘users’ (current, or prospective) of that information. 

The FASB’s statement of objectives of financial reporting CON1 does just that: 
the objective of financial reporting is to provide information to identified users— 
and CONI refers to ‘common needs’ (para. 13). The IASC followed suit, and its 
work was later adopted by the IASB. Yet AARF skipped the step of analysing 
users’ needs for information. Instead it offered only five brief paragraphs of gen- 
eral prose under the heading ‘Purposes for which user groups require financial 
information’. One of these paragraphs dealt with resource providers, and included 
the assertion that the ‘principal interests’ of employees, suppliers, creditors and 
lenders was in an entity’s capacity to meet its financial obligations. 

Experience suggests that employees may well be interested in data relevant to 
enterprise bargaining (an interest commonly frustrated by a regime of differential 
disclosure based on the SAC 1 definition of ‘reporting entity’) and also in the 
capacity of distressed firms to satisfy claims for employee entitlements which crys- 
talize when an entity fails (an interest not fully satisfied by contemporary reporting 
practices). Further, the information presented in consolidated statements is of little 
relevance to creditors—a matter recognized in an extensive literature (Walker, 
1976; Walker et al., 1982; Clarke and Dean, 1993) and regularly underlined when 
corporations fail and are liquidated. 

The failure of SAC 2 to pay more than lip service to the information needs 
of different classes of stakeholder (or ‘user’) diminishes the credibility of the 
framework—and also makes it unlikely that SAC 2 can contribute to the develop- 
ment of standards consistent with its ambiguously drafted statements of objectives. 


SUMMARY 


Table 1 lists the three core propositions presented in SAC 2, and then presents in 
summary form an assessment of those propositions and of SAC 2 vis à vis other 
‘concepts statements’, in terms of the four criteria identified above. 

In focusing on these three core propositions, the table does not address other 
inconsistencies or infelicities in the text of SAC 2. Some of these have been men- 
tioned above. 

It is acknowledged that SAC 2 goes some way towards expressing accepted 
views about the domain of accounting. But inevitably the exercise of producing a 
CF was the product of political processes. Indeed, the various concepts state- 
ments are as much a product of political processes as any contentious accounting 
standard which threatens to change the way powerful corporations are required to 
calculate profit. 

In most fields, policy making lags behind research—it may take decades before 
research findings in the physical or social sciences are translated into government 
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policies about environmental sustainability or greenhouse gases or school education 
or public transport. In the field of accounting, policy making is often years ahead of 
formal research findings—consider initiatives such as the introduction of cash flow 
reporting, or continuous disclosure, or audit independence. Researchers can be 
grateful, therefore, that the CF followed some prior academic research, even if it 
got a lot of it wrong. It also got a lot of it right. But it can be improved. 

Nevertheless, if the AARF CF (or similar documents) is to be respected, the 
documents need to be better drafted, and better crafted. 


RECOMMENDATIONS 


1. The focus of the CF should be financial reporting by profit-seeking entities 
(since efforts to establish a framework to encompass financial reporting by all 
entities are premature, given the lack of research evidence or analysis on this 
subject. The claim that the framework is applicable to entities in the general 
government sector just lacks credibility). 

Alternatively: The CF should be amplified to clearly identify the information 
needs of stakeholders in general government entities and other not-for-profit 
entities, including a concern with information about ‘service efforts and accom- 
plishments’, a focus on policy areas (rather than administrative units) of govern- 
ment, and the inclusion of indicators of operational performance in financial 
reports. 

2. The focus should be on reporting in annual financial statements. The current CF 
does not establish the basis for developing rules relating to (say) continuous 
disclosure, and claims that it encompasses all forms of financial reporting also 
lack credibility. 

3. The statements should not be drafted nofmatively—neither as a guideline 
(‘should’) nor a directive (‘shall’). 

4. The statements should clearly distinguish the objectives of (a) guiding financial 
decision making, and (b) ensuring or contributing to accountability—and should 
give primacy to the former objective in the design of core financial statements 
for business entities (and associated notes). The statements should acknowledge 
that in some circumstances the-requirements of accountability relationships 
may be satisfied: by the very act of compiling and filing or otherwise publishing 
financial statements; by supplementary disclosures incorporated in notes to those 
accounts; or in a host of other ways which may use data obtained from the 
accounting process but which do not involve ‘financial reporting’ per se (e.g., 
the manner in which public sector agencies are exposed to external evaluation 
of their ‘effectiveness’). 

5. The CF documents should clarify the linkage between the objectives of financial 
reporting and the list of actual or potential ‘users’ by outlining both the purpose 
for which information may be used by separate classes of stakeholders (or 
potential stakeholders) and the information routinely relevant to those users 
(specifying the link between those claimed ‘information needs’ and financial 
information relating to specific entities). 
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6. The CF documents should refer to the objective of presenting information that 
will enable readers to assess the risks associated with changes in an entity’s 
assets or liabilities, risks associated with changes in the value of those items, 
the risks associated with trends in financial and operational performance, and 
‘information risks’ associated with the judgments made in the course or recog- 
nizing or valuing assets or liabilities. 
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Measurement: A Way Forward 


Australia has a long tradition of using methods of valuation which depart 
from the traditional ‘historical cost’ model—and this has steadily been 
reflected in regulatory requirements and practices for different industries. 
However, while many forms of market value accounting have been intro- 
duced into a variety of accounting standards, the Australian Accounting 
Standards Board’s conceptual framework (CF) has not led these changes, 
nor provided any substantive guidance on measurement issues. This article 
suggests criteria that can be used to select among accounting measurement 
alternatives. 


Key words: Accounting; CF; Concepts; Measurement. 


The question, ‘What measurement basis is appropriate in accounting?’ has been 
raised many times for many decades—but not resolved. In this journal, Chambers 
(1998) revisited his early 1972 foray into the subject. This article continues the path 
to resolution. 

Australian accounting is unusual in its tolerance of a range of measurement 
approaches. During the 1960s and 1970s, changes in asset values meant that balance 
sheets often contained outdated figures. During the 1960s, a spate of company failures 
drew attention to the way that cost-based asset measurement could misrepresent 
the financial circumstances of firms. During the 1970s, the activities of company 
raiders highlighted the way that balance sheet figures of property-rich firms often 
understated the current values of assets (see Chambers, 1973). These activities in 
turn encouraged many firms to revalue assets upwards—a practice readily accepted 
by the profession and regulators alike (see Walker and Hartman, 1973). Successive 
economic cycles have highlighted weaknesses in accounting practices, and set the 
stage for regulatory changes which have often required either the use of market 
values as a ‘ceiling’ for balance sheet values, or required additional, supplementary 
disclosures regarding current market values of assets. 

Australian academics contributed heavily to international debate during the 1970s 
about the choice of valuation bases—particularly the work of Chambers (1966), 
Gynther (1966) and Mathews and Grant (1958). The profession, for its part, re- 
sponded to a period of high inflation by exploring the possibilities of introducing 
some form of ‘current value accounting’, though in that regard the profession’s 
Australian Accounting Research Foundation (AARF) heavily influenced the debate 
by promoting the use of replacement-based valuations, in what was then known as 
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‘current cost accounting’. Three exposure drafts were released in quick succession 
(ED 7, Accounting for Changes in the Purchasing Power of Money, in December 
1974; ED 9, A Method of Current Value Accounting, in June 1975; ED 10, The 
Recognition of Gains and Losses on Holding Monetary Resources in the Context of 
Current Value Accounting, in July 1978). A Statement of Provisional Accounting 
Standards DPS 1.1, Current Cost Accounting, was issued in 1977, accompanied by 
a lengthy ‘Explanatory Statement’. In 1980 ED 15, Current Cost Accounting Omni- 
bus Exposure Draft, appeared, followed by a Provisional Accounting Standard, 
SAP 1, in November 1983 (it was later amended in 1989). 

SAP 1 remains in force; but was virtually ignored by the private sector. However, 
during the 1980s the application of full-scale accrual accounting to public trading 
enterprises and general government agencies saw SAP 1 ‘dusted off’ and part of its 
contents utilized in guidelines for asset valuation issued by a committee established 
by the then Industry Commission, in terms of an agreement established between 
the Council of Australian Governments (encompassing Commonwealth, State/ 
Territory governments, and representatives of local governments) (see Steering 
Committee, 1994). 

In parallel with these developments, in the 1980s Australia’s Companies Act 
and Codes (and later the 1990 Commonwealth Corporations Act) required listed 
public companies and borrowing corporations to ensure that financial statements 
provide current market value information in certain circumstances. The Com- 
panies Act and Codes required these entities to provide 


Such information and explanations as will prevent the financial statements from being 
misleading where any non-current assets are reported at an amount that, having regard to 
an asset’s value to the company as a going concern, exceeds the amount that it would 
have been reasonable for the company to spend to acquire the asset as at the reporting 
date. (subsection 295.4) i 


Mention might also be made of requirements for property trusts and investment 
companies to use market values in asset measurement. For companies generally, 
Schedule 5 of the Corporations Law Regulations required disclosure of the market 
values of investments and the most recent valuation of land and buildings made 
within three years prior to balance date (a requirement which followed earlier 
U.K. company laws). | 

Since the 1990s a series of accounting standards and guidance releases issued 
by the profession incorporated requirements for the disclosure of exit prices for 
assets, while others suggested other forms of current value accounting to be used in 
financial statements. Standards covered: asset revaluations in the private sector; 
application of the recoverable amount test in the private sector; the use of selling 
prices for assets held by trustees of superannuation schemes, for general insurance 
activities, life insurance companies; self-generating and regenerating natural assets; 
and for the financial reporting of financial instruments; use of present values for 
employee entitlements, leases and monetary assets and liabilities; and use of re- 
placement costs for infrastructure and heritage assets in the public sector. Standards 
include: 
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AAS 27, Financial Reporting by Local Governments 

AAS 29, Financial Reporting by Government Departments 

AAS 31, Financial Reporting by Whole of Governments 

AAS 25, Financial Reporting by Superannuation Plans 

AASB 1008, Accounting for Leases ` 

AASB 1015, Acquisition of Assets 

AASB 1023, Financial Reporting of General Insurance Activities 

AASB 1028, Employee Benefits 

AASB 1030, Application of Accounting Standards to Financial Year Accounts 
and Consolidated Accounts of Disclosing Entities other Than Companies 

AASB 1032, Specific Disclosures by Financial Institutions 

AASB 1033, Presentation and Disclosure of Financial Instruments 

AASB 1037, Self-Generating and Regenerating Assets 

AASB 1038, Life Insurance Business 

AASB 1041, Revaluation of Non-current Assets. 


Evidence of some government support for the use of market value accounting also 
appeared. In the late 1970s, the State of New South Wales had commissioned a 
report on corporate law reform which heavily promoted the use of exit values in 
company accounts (Accounting Standards Review Committee, 1978), but that initiat- 
ive was largely repudiated by the profession. In 1997 the Commonwealth Depart- 
ment of Treasury embarked on a Corporate Law Economic Reform Program and 
its first discussion paper (CLERP 1) unambiguously advocated the use of selling 
prices as the foundation for the future development of accounting standards, stating 
that this system ‘would provide a more informative means of financial reporting for 
investors, market participants and regulators’ (p. 60). CLERP 1 further commented 
that the proposed standard setter, ‘having regard to international developments, 
should seek to promote the use of market value accounting when developing and 
revising accounting standards that require the valuation of assets and liabilities’ 
(p. 60). | 

The point that emerges from this extended preamble is that Australia has a long 
tradition of using methods of valuation which depart from the traditional historical 
cost model—and this has steadily been reflected in regulatory requirements for 
different industries. However, while many forms of market value accounting have 
now appeared in a variety of accounting standards, the accounting profession’s 
conceptual framework (CF) has not led the change, or provided any real guidance 
on the measurement question. 

Indeed, the profession’s CF was being issued in instalments after 1990, broadly 
following the release of similar documents by the U.S.A.’s Financial Account- 
ing Standards Board—even though the U.S.A. had long adopted quite different 
approaches, had followed different traditions to asset valuation, and (at least until 
the issue of FAS 33) eschewed any form of upward asset revaluations or even the 
disclosure of current values (see Walker, 1992). 

The current situation is that the Australian CF does not include a statement 
on measurement. Some steps have been taken: in 1994 the AARF released a 
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‘public Invitation to Comment on its discussion paper ‘Proposed Program for - 
the Development of Concepts on Measurement of the Elements of Financial 
Statements’, which was supposed to the lay the foundations for a Statement of 
Accounting Concepts (SAC 5) on measurement. This quoted extensively from the 
U.K. Accounting Standard’s Board discussion paper entitled The Role of Valuation 
in Financial Reporting (1994), particularly its references to ‘value. to the business’. 
In 1998 AARF issued a 466 page monograph on ‘measurement in financial account- 
ing’. Since then the Commonwealth government has announced that Australia is 
to follow International Accounting Standards (IAS) standards—a stance which 
seems inconsistent with its CLERP 1 position which exhorts local standard setters 
to promote market value accounting. 


MEASUREMENT. AND THE CONCEPTUAL FRAMEWORK 


As is widely acknowledged, without a set of statements dealing with measurement, 
the profession’s CF is necessarily incomplete. Moreover, recall that SAC 4 states 
that assets and liabilities should only be recognized if they can be ‘measured reliably’. 
Without a clear statement of what attribute of assets or liabilities is to be measured, 
and what is meant by the concept of ‘reliability’, those areas of the CF dealing with 
the definition and recognition of assets and liabilities are non-operational, or con- 
` fused. Indeed, one reading of SAC 4 is that anything with some form of ‘cost’ or 
estimated ‘replacement price’ can be ‘measured reliably’ —so can be recognised as 
an asset—but that accountants might then select a different ‘attribute’ for valu- 
ation in an entity’s financial reports. Witness the identification of ‘goodwill’ and its 
recording at ‘cost less amortization’; or (one of the more farcical treatments to 
appear in the financial reports of listed entities) the sudden recognition of brand 
names which had been acquired or developed years earlier. As currently drafted, 
the CF legitimizes virtually any accounting treatment and excludes only a very few. 

There is probably no disagreement that, without some specification of what pro- 
perties (or ‘attributes’) of assets and liabilities are to be measured, the profession 
cannot claim to have presented a set of propositions which explain the basic con- 
cepts underpinning the preparation of statements of financial position, let alone 
the calculation of profit or loss. 

While the AARF CF has yet to include a statement of accounting concepts 
dealing with measurement, the FASB has issued Statement of Accounting Con- 
cepts No. 5, dealing with Recognition and Measurement in Financial Statements of 
Business Enterprises (1984). The FASB effort is more notable for the way it has 
avoided rather than addressed issues concerning accounting measurement. Meas- 
urement issues were not discussed until about two-thirds of the way through the 34 
page statement, when it is asserted: ‘Items currently reported in financial state- 
ments are measured by different attributes, depending on the nature of the item 
and the relevance and reliability of the attribute measured. The Board expects the 
use of different attributes to continue’ (para. 66). It is tempting to observe that 
comments such as this would be regarded as laughable in other disciplines, or. even 
to the man in the street if the subject matter was more readily understood than 
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accounting. Consider, for example, the prospect of an engineer describing the 
measurements of a bridge as 100 metres long, 30 metres wide, mass 3,000 tonnes: 
total 3,130. 

The first clause of the paragraph cited above from the FASB’s SAC 5 spells out 
why there is a need for a statement on measurement; the second purports to 
describe reasons for the use of different ‘attributes’ and could well refer to habit, 
or convention, or muddled accounting standards. But the third clause—‘the Board 
expects the use of different attributes to continue’—appears to reflect a complete 
failure to address key issues. The same stance is repeated shortly afterwards: 


The Board expects that nominal units of money will continue to be used to measure items 
recognized in financial statements. However, a change from present circumstances (for 
example, an increase in inflation to a level at which distortions become intolerable) might 
lead the Board to select another, more stable measurement scale. (para. 72) 


How shall this be described? An avoidance of intellectual engagement? A stunning 
abdication of responsibility? The effective abandonment of the CF project? Or just 
the only outcome that could be expected from a deadlocked or unadventurous 
board? 

It would be particularly disappointing if the FASB’s CF (or the IASB’s CF, 
given the Australian government’s current policy of importing IASB standards) 
were to be translated to the Australian environment, for several reasons. First, 
as pointed out previously, while Australia has not issued its promised SAC 5 
on measurement, it has long experience with the application of different valuation 
bases (particularly for assets) in financial reporting. Whereas the U.S.A.’s FASB 
could only note that some inventories are valued at ‘current cost’, Australia is 
accustomed to firms revaluing assets upwards to estimates of resale prices or 
‘directors’ valuations’. Australia also has a decade or more experience in the whole- 
sale application of current replacement prices (or derivatives, such as ‘deprival’ 
or ‘MEERA’ values) to the valuation of infrastructure assets in the public sector, 
particularly for public utilities (see Walker et al., 2000), but also for general gov- 
ernment agencies. 

In short, one might paraphrase the FASB’s statements as follows: The Australian 
profession expects the use of current values in asset valuation to continue. All the 
more reason to address rather than avoid issues of measurement, and to formally 
incorporate concepts statements on accounting measurement in a CF. 


PROPERTIES (ATTRIBUTES) WHICH COULD BE SELECTED 


The FASB noted that five different attributes are presently used in practice to 
value assets and liabilities: 


Historical cost (historical proceeds) 

Current cost 

Current market value 

Net realisable (settlement) value 

Present (or discounted) value of future cash flows. 
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This categorization seems to be a deliberately inadequate description of methods 
used in practice. 

First, in referring to ‘historical cost’, it Ignores aie fact that the more common 
measurement basis for assets is historical cost less depreciation, amortization, or 
other forms of allocation. One may speculate why this basis was omitted, but it is 
inescapable that ‘cost less sums allocated’ is not an attribute of assets but only the 
product of-accounting calculations. As noted by Abdel-Magrid (1979, p. 355V 


Conventional accounting numbers are derived from two processes: (1) the assignment of 
numbers to primary or elementary events, e.g. exchange transactions, and (2) calculation. 
Only the first process can be described as a measurement since the operations. performed 
by the accountant at this stage are empirical. 


Possibly ‘cost less depreciation’ could be rationalized as a surrogate for net realiz- 
able value for such items as motor vehicles or plant and equipment which generally 
decline in value over time. But depreciation or amortization techniques are also 
applied to a range of assets which are not saleable (e. B.» expenditure on software 
that is tailored to the needs of a particular firm). 

Second, the term ‘current market value’ may be variously interpreted as entry 
prices, exit prices or net proceeds. 

Third, ‘present values’ are not in themselves attributes of assets or liabilities but 
desk calculations which may (in some circumstances) approximate the exit uae 
of assets or the settlement values of habilities. 

_ Rather than present a contestable list of what is done ‘in practice’, it would be 
more appropriate for a CF to focus on concepts, and leave it to accounting standards 
to provide guidance to practitioners about the circumstances in which estimates 
or surrogate values might be used in the changeable circumstances of particular 
industries or markets. 


CRITERIA FOR SELECTING ATTRIBUTES OF 
ASSETS OR LIABILITIES 


One way to select among measurement attributes is to refer to the ‘qualitative 
characteristics’ of information. As noted above, the FASB has claimed that the 
choice of attributes ‘in practice’ is determined in part by ‘the relevance and reli- 
ability of the attribute measured’. 

References to the qualitative characteristics of ‘relevance’ and ‘reliability’ are 
something of a distraction in the CF, for differing reasons. 

SAC 3, Qualitative Characteristics of Financial Information, currently defines 
‘relevance’ as | 


that quality of financial information which exists when that information influences decisions 

by users about the allocation of scarce resources by: 

(a) helping them form predictions about the outcomes of past, present or future events, 
and/or 

(b) confirming or correcting their past evaluations; 

and which enables users to assess the rendering of accountability by preparers. 
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Attributes of assets or liabilities are not ‘relevant’ in isolation. Any reference to 
‘relevance’ in CF documents is only a short-cut expression for ‘relevance to the 
judgments/decisions made by users’. But many attributes may be relevant to different 
users, at different times. If reports are to be to be of greatest usefulness to individual 
stakeholders, then arguably they should be relevant to the judgments they make 
most often—to routine decisions. If reports are to be useful to a range of stakeholders, 
then arguably they should contain information which is commonly relevant to their 
routine decisions of those nominated stakeholders. 

Hence the first criterion proposed here is a restatement of the conventional 
references to relevance, as follows: 


Cl: whether financial information reflecting a specific attribute is relevant to the 
routine decisions of nominated stakeholders. 


One implication of the adoption of this criterion is that consideration of ‘attributes’ 
should focus on the primary objective of financial reporting to provide information 
to assist decision making. While it is acknowledged that financial reporting may 
in itself satisfy certain requirements for accountability, or that the contents of 
those reports may readily incorporate ‘accountability’ disclosures, concerns about 
accountability are secondary to the main (assumed) objective of financial reporting. 
If information about specific attributes of assets or liabilities may be regarded 
as relevant for accountability purposes, and those attributes differ from those 
selected for primary use in financial statements, then that accountability informa- 
tion may be relegated to notes to the financial statements. (There are, of course, 
precedents for this approach: e.g., contemporary requirements for the disclosure of 
‘commitments’ not recognized as liabilities, which leads to the presentation of data 
about the gross amounts of commitments for such items as finance leases or provi- 
sions for mine restoration which are recognized as present values or other sums in 
the accounts; and to the presentation of commitments for operating leases which 
are not recognized as ‘liabilities’. ) 
SAC 3 currently defines ‘reliability’ as 


that quality of financial information which exists when that information can be 
depended upon to represent faithfully, and without bias or undue error, the trans- 
actions or events that either it purports to represent or could reasonably be expected 
to represent. 


It is curious why AARF (and the FASB and IASB before it) chose to define a 
term like ‘reliability’ in a manner inconsistent with its usage in the social sciences 
(discussed below). Possibly the AARF definition was an effort to assert that meas- 
ures of historical cost are ‘reliable’ (when in fact different accountants could arrive 
at different estimates of ‘cost’, depending on how they trace expenditures to the 
acquisition of an item, or how they track flows of fungible items). The drafting of 
the AARF definition also departs from considering attributes of ‘assets’ or ‘liabilities’ 
to refer to the faithful representation of transactions or events—an approach which 
really disguises the question of whether assets have an attribute called ‘historical 
cost’ which can be discoverable at a later point of time. The approach of referring 
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to whether there is a degree of correspondence between recorded information and 
underlying transactions implies that the AARF definition of reliability refers to the 
existence of documentation, rather than the measurement of attributes. 

One might perhaps forgive the use of the concept of ‘reliability’ in SAC 3, given 
that it was an early CF document. But curiously, AARF’s 1998 monograph on 
‘measurement in financial accounting’ (claimed to reflect the author’s ‘expertise’ in 
‘measurement theory’) did not include a single reference to the theory of measure- 
ment in the sciences—or indeed any measurement issues outside of the literature 
of economics or accounting. | | 

A more appropriate definition would be to regard measures as ‘reliable’ when they 
are repeatable, or stable over a variety of conditions. Nunnally refers to ‘reliability’ 
as the characteristic of measurements that exists: ‘when different persons make the 
measurements on different. occasions, with supposedly alternative instruments for 
measuring the same thing and when there are small variations in circumstances for 
making measurements that are not intended to influence results’ (1978, p. 191). 
Similar explanations appear in a variety of literatures (e.g., Campbell and Stanley, 
1963; Peter, 1979; Yin, 1994). 

In this sense, the second proposed criterion is: 


C2: whether financial information reflecting a specific attribute can be measured 
reliably. l 


One other characteristic that should be added to assist evaluation of measurement 
alternatives is the criterion of interpretability. This implies that the resulting state- 
ments should be understandable to readers. According to Sterling (1975, p. 44): 
‘When an attribute involves an arithmetical calculation, the “empirical interpreta- 
tion” of that attribute requires that it be placed in an “if...then...” statement’. 
Thus, for an accounting model to be interpretable, it must be placed in an 
‘if...then...’ statement to convey to the user an understanding of its meaning 
as well as to demonstrate one of its uses. For example, measures of ‘density’ are 
obtained by relating volume to mass. Someone, on being told that an object has a 
particular density, can therefore deduce or predi¢t whether it would float or sink if 
placed in a fluid of a known density. But no such reasoning:can be applied to the 
mathematical calculations involved in depreciating or amortizing the aggregate 
traced historical cost of assets. Written down historical cost does not predict the 
earnings that might be generated in a particular future period, or the price that 
could be obtained if the assets were sold, the liquidity or solvency of a firm or 
anything else about the conduct of business. 

SAC 3 discusses this concept as ‘understandability’: that quality of financial 
information which exists when users of that information are able to comprehend 
its meaning. However, SAC 3 does not presume that financial reports should be 
prepared for the layman. Rather, financial reports should be constructed for users 
who are prepared to exercise ‘diligence’ in reviewing the accounts and who pos- 
sess the necessary ‘proficiency’ to comprehend the significance of contemporary 
accounting practices. In other words, ‘understandability’ is supposed to refer to a 
quality of information, whereby it is interpretable by ‘some readers’. On that basis, 
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hieroglyphics and the most sophisticated codes used by oy intelligence are 
both ‘understandable’. 

A more appropriate concept of ‘understandability’ would be to relate the concept 
to the ordinary reader, with some basic knowledge of commercial affairs. 


ASSETS: ATTRIBUTES WHICH COULD BE SELECTED 


These (re-defined) characteristics of routine relevance, reliability and interpretability 
can be used to shed light on a preferred measurement basis. Table 1 provides a 
summary assessment of four supposed attributes of assets in terms of these criteria. 
The table includes reference to ‘written down historical cost? (WDHC) because it 
is commonly used in practice, even though that concept refers to the product of an 
arithmetical calculation but fails the ‘if... then’ test. It also includes ‘present values’, 
which may pass the ‘if... then’ test under some circumstances. 

As Chambers (1966) explained, at any present time, ‘all past prices are simply a 
matter of history’. And excluding all past prices, only two prices remain which can 
used to measure the ‘monetary equivalent of any non-monetary good in possession’ 
—that is, the buying price and the selling price. The literature has laboured the 
pros. and cons of either basis for many decades, even though Bell (1982, p. 43) 
reminded us that differences may be more rhetorical than substantive, and in any 
event ‘let us all agree that having any of three current value accounting systems is 
enormously better than having none’. 

While there are some strong commonalities between entry and exit price systems, 
it is noteworthy that Australian accounting standards have increasingly adopted an 
exit (selling) price approach (CLERP 1, p. 63). 

Part of the explanation for the shift to market price accounting in Australia can 
be explained in terms of the relevance, reliability and interpretability of the system, 
and perhaps the cool reception given to replacement cost accounting by the busi- 
ness community since the 1970s. 

If one assumes that the objectives of financial reporting are to provide informa- 
tion relevant to potential users of financial statements in making judgments about 
their future relationships with an entity, and the relationship between an entity and 
its environment, then information about cash and cash equivalents would have to 
figure prominently in these assessments. Logic and experience appear to have 
convinced regulators that information about the realizable value of assets is relevant 
to the routine decisions of diverse user groups. Further, the exit price model appears 
to be the only measurement alternative that is consistent with the actual decision 
choices open to a firm. After all, one can only sell, not buy, an asset already owned, 
and one can only repurchase (not sell) a long-term debt instrument already issued 
(see Bell, 1982). 

As we have seen with the spate of recent corporate collapses, resource providers 
such as investors and creditors require routine and up-to-date information about 
the market value of assets relative to debts outstanding to assess ongoing liquidity 
and solvency (Altman, 2002). Users also need market prices information to better 
assess rates of return, asset backing per share, the current state of investments and 
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to assist the evaluation of management performance in terms of current sacrifices 
and opportunities. Exit prices are also becoming more accepted because they re- 
duce the capacity of reporting entities to ‘manage earnings’. Cash flow statements 
complement selling price balance sheets, the former reflecting actual cash positions 
and movements in cash, while the later reflects ‘potential’ cash resources or the 
cash conversion value of assets (Lee, 1984). 

As Table 1 demonstrates, exit prices also appear to have some marked benefits 
in terms of reliability and interpretability of information vis-a-vis replacement costs. 

In terms of the adopted definition of reliability, that is, measures which are ‘repeat- 
able, or stable over a variety of conditions’, the exit value model is more likely to 
meet this requirement: it depends on one basis of valuation only—the current selling 
prices of assets. Conventional replacement cost accounting (Edwards and Bell, 
1961) incorporates three valuation approaches as part of the comprehensive system 
—selling prices for assets intended to be sold, replacement costs for non-monetary 
assets and historical costs for monetary assets. The multiple valuation approach is 
compounded by the considerable difficulty in identifying an appropriate ‘entry price’ 
basis (Le., is an asset to be replaced by an equivalent, identical or new asset?). 

Interpretability may also be a further strength of exit price accounting, and a 
major reason behind its increasing support in Australia. As noted by Chambers, 
‘selling price based accounting is essentially simple’ (1995, p. 85). The system elimi- 
nates the need for arbitrary cost allocations and circumvents the ‘additivity’ prob- 
lem that multi-valuation approaches, such as replacement cost accounting, suffer 
from. Exit values can potentially offer a simple all-embracive solution to the highly 
complex and vexed problem of measurement. Chambers’ (1995a, p. 814) reference 
to Albert Einstein is apt: ‘we are seeking for the simplest possible system of thought 
which will bind together all the observed facts’. And in the words of Peirce, ‘a few 
clear ideas are worth more than many confused ones’ (1958, p. 117). 

A system of exit price accounting is clearly not without limitations. Market prices 
may not be readily available for all kinds of assets (customized assets and intang- 
ibles are two obvious examples), or where an arm’s-length transaction cannot be 
readily determined. Some of these problems may not be as acute as they appear. In 
his early works, Chambers recommended reporting a buying price for assets with 
no determinable market price. All proposed models of accounting and income 
calculation will suffer from the inevitable criticism that they cannot be all things to 
all people. This has been Australia’s experience with replacement cost accounting, 
and partly explains the proliferation of different market value approaches in Aus- 
tralia. A practical solution to this problem is to allow supplementary disclosures of 
additional information using different valuation approaches, while utilizing exit 
values in the financial statements. But this is a matter for accounting standards or 
voluntary disclosures, not a CF. 


MEASURE ASSETS SINGLY OR IN COMBINATION? 


One issue of principle relating to asset measurement concerned the level of 
aggregation appropriate when undertaking asset valuations. In 1984 the Accounting 


365 


ABACUS 


YX» »s >» 


> >o’ 


YVyyywyy 


xA 


P rs ~ pG p >> x 
x * + MM AOD 


ooo Wow S 
E « i x 


ANU SAd 


£91qe101d 19} 0] 


PG rs s PG PS pS mx Pe 


ot 


PS PS re mM OS 


DHAM 


A x x x 
X X x x 
A X X X 
A X x xX 
A X x X 
A X X x 
A X x x 
A x x x 
A X X x 
A A A x 
A X x 4x 
A X X x 
A X x x 
A A x x 
A aX X x 


mq AWJ sAd DHAM 
{(sioalasgo juspusdopur wog 
SOINSBOW epus) sQeloy 
BLOOD) 


SHLOEGRELLV LASSV FZALLVNYSLTV JO NOLLVYTVAd 


>>> 


»sSYS SS 


xT 


t Tlav 


Vx x 


mmx s 


Mukan OR 


Aqua 


+ KX <> 


aS 


>~YSxN WK SM 


SAd 


LIUBASTA ÁPIUNON 


S PS ps P S pS S s 


x ot mM 


JHAM 





sjuawan nus Iə4ordwə—ySTH 
ÁAmuyuos ssouisng 
sasBoioul oFJema—AÁmrdep 
sooAo|duiyy 
NOP JO YSTA 
Ajuinses jo Asenboepy 
Aedai 0} Ajtovdey 
SIOPAO 
qəp Aedor 03 Ayoedep 
IMEezJop ugo — ysy 
Aytinses Jo Aosnbapy 
AjLoes M SIPUT 
souBmuojiad [eueseueyyy 
ADUSA[OSUI—YsNy 
Sjosse SUIp]oY sossoj/uyes—ysry 
QVN—Aqund3¢ 
Sd —Ariqeigold 
SeLinoas PIOS 
SIOJSBAUT [BNUaJOdjuaselg 


UOISIOep SUTINOY 


366 


MEASUREMENT: A WAY FORWARD 


‘SJUQUISSOSSB WIGOMOD-BUIOT IO} [NJosn sIOW JIB 93809 JuSMIAORTdoY ş 

“Ayroedss gunevisdo peorsáyd 

SUTUTSIUTEW SITY PAINQIsTP oq WES JEM MONE TONTNXRM ay) KARIM I1 SR ‘AMMAN ATQRUTRIENS JO amaram JOWadns p sapwvoid isco JuataoR|deay , 
“Aoenbepe Arnos 

JO JUoUlssosse 107 Uea Ápensed uongswopa; aq) sue ‘Buyunooo soo jUstMadR|da1 rapun saoud xə e parodas oe es 10} PAPUI sjossy m 
‘IWY IAO AEROS Jo sisene lodurey 0} se Juanba OS JOU ale SUONBNTBADI PaplAcig , 

'ÁȚUO suotsioap sed IUOS Jo VOLNA? om} 0) JUBASTOY , 

‘SOAIBUIAITS STWOUODS sINyNY 

pue Juano JUIssesse JO} JUPAB[SI IOM IB seoLd yxy ‘sIoseuBUT jo suorspap ysed oy] Futssasse 107 [opour [nyosn Ápremonmed e sr }sod yuowoorpdoy f 
-qoueMLojied jUSLIND JO SJUIMSSASSE 107 JOU MQ ‘ATIQuyuNOSDB Jo ss1eygosip om} Suissasse IO} DOUBAI]O1 AWOS SBY 4SOD peor03sTy UMOP UIHA , 

‘qəp Aedaz oj Aoede 

SUISSISSB 10} MJO Iq UBS II ‘SSOUBISUINI IUOS UJ “SMIOUT SOO JUDTAOB dal UBY} ULIY 8 JO SMOY YS FULATJopUN IYI O} IƏSOJO SI SMIOOUT 1509 [BOLIOISTFY y 
‘siseq voud 3unepmby/Zuyjəs e uo JUBAVTaI ATMO sı WAY 94) Jo onyea (dn yBalq, ay} JO IOIBOIPUT UB SE ATBYS red BUTAIVG JOSsy’ 3 

‘lapoul 

ON[BA jie UB Ipun peuTULisjep igoid wey} ƏAQBUVA SSI oq 03 AjoRY st 7yoid Bunesedo JUaLmo ‘paystjquisa useq sey Jopo sod yNoMao"[dol B IMO , 
‘orpoid 0} ynogItp arom Ayyiqeiyoid ining 

SOYCU! OSB STULI, ‘Sasse SUTISTXD JO 3909 JuStZOR|deI Iy} UO poyelNsyes si oWIOOUT ssnHdog ‘oUIOOUT 4809 JUIMMB[İA JO SOUBAD{OI IYJ IUTULIƏPUN SIIUVAPE 
PoFo ngoa (6261 “ISPUNE pue yseyeig ‘cog] ‘Gondog pue ayeiq]) əmM48194 IYI Ut POZON ÁJəprm SI sassoy/sures Zuppo pue ygoid sunesodo juatmo 
SUYBIBdaS JO SOUBATIAY ‘SUONIPUOD ssouTsnq Suysrxə Jo ToNENUTUOD Bulmnsse ‘Aypqergosd UTI-sUO] BUIssesse 107 [NJasn aq ULB soo jUaWIaOR{day , 
JUSMIOINSBet IW pug 

uonsod epueug Jo uoge adIau 3y} propo ues yorga ‘UoneznIowe pue uoyenordap se ons sojeumsa aanoalqas Jo raqumu g ioy pasu oy} oeur ose 
SINJBA Xt] Taa AMIADIPpB, oy} Suyuaaumano sny} ‘AZojopogjew uonenea Burs g UO poseq aTe Ayy esnedeq joId19O}JUI O} JoIsBa IXB SƏNJLA IXA p 
‘SANLA ANUS UR} SJƏSSE JO spuTy AdeUl 107 ƏJqLAIəsqO ÁpəNp 210W 

oie saud T ‘sooud Surjes—uoyensa ouo ÁJuo UO pəseq aie ÁIN} osneood AQLYA slow IW (9961 ‘sIoqmIeYD Jo) sepou sud xə UoNTeAUO’ , 
‘SIOAIOSQO JUapUSdopUT WO PIANƏP SANSOM UI GOUBLIBA OY] ISLANDU 07 AaxT] AIA ST STYL “OST. 07 S00 JUSMTEONdar yorga 

noqg əpew oq 0} suonduinsse sormbol pue soyovoidde uoyenyea jUsIEyIp Ia skoyduro (1961 ‘eq pue spreapa Jo) 1809 JUaTSORdal JeUONUsAUOZ q 
‘spuoprarp Áed o} Ajrmoedes Burssosse 103 [njosn o1ow are sadLid yxy ‘sjesse ogoods cowjdal 0) spoon AyyUe Ue oloymM Son[BA 

yosse feyusjod Suryst[{qejse ur JUBAIJAI oq Agu gourd ANU ULG IY] 0} SIQUTTBAR SOANBUIO}[B OTMOUNDO IYJ JO JUOMISSOSSE UV SI sUOISISAp PJOY/MƏS 0} Asy , 


367 


ABACUS 


Standards Review Board issued Release 101 which included the following statement 
as an ‘assumption’ it would adopt when considering standards lodged with it for 
approval: ‘In measuring assets, measurement principles are to be applied to the 
individual assets and liabilities of an entity; they are not directed towards valuing 
the business (or businesses) conducted by that entity’ (para. 11). By describing the 
approach as being one to be adopted ‘in principle’, the ASRB statement acknow- 
ledged that this might have to be modified in specific circumstances or in specific 
industries. 

Circumstances where it may be inappropriate to focus on individual assets include 
situations where there is no market for specific items, but a market for combinations 
of items. In the Australian context, there may not be a market for machinery, 
improvements and irrigation equipment on a remote leasehold property but there 
may be opportunities to estimate the value of the entire property plus improve- 
ments. In that case, some degree of aggregation may be appropriate. Greater 
difficulties may arise in certain industries—for example, in the snack foods industry 
it appears that participant firms often adapt their operations by acquiring or selling 
‘brands’ and associated manufacturing equipment. Should that industry value the 
collective asset, ‘brands and businesses’? 

Difficulties also arise in industries which make major investments in ‘businesses’ 
whose securities are not publicly traded (e.g., superannuation funds and other 
institutional investors, including general insurers, or life insurance companies). If 
assets are to be valued at ‘net exit values’, it may become necessary to estimate 
those values on the basis of one or more valuation models since evidence in the 
form of sale prices of comparable businesses would not be available. How should 
those businesses be valued? 

But the resolution of such questions is necessarily the province of standard 
setters. Indeed AASB 1038, Life Insurance Business, requires life companies to 
value ‘businesses’ in which entities have invested. However, by banning recogni- 
tion of a so-called asset “business in force’, it has avoided valuing the ‘life insurance 
business’ per se. | 

In short, the CF should present statements of principle, which may be departed 
from in specific circumstances. 


LIABILITIES: ATTRIBUTES WHICH COULD BE SELECTED 


In a similar vein to assets, liabilities can be measured in a variety of ways. Other 
attributes of liabilities may include: replacement value, exit value and face value. 

It is customary to refer also to the present (or discounted) value of future cash 
flows—though this is a calculation not an observable attribute per se (though 
plainly present values may provide good estimates of what sums may be required 
to settle a liability before it is due and payable). 

Which attribute is deemed appropriate is conditional on one’s definition of a 
liability. According to Kerr (1984), various definitions reflect a focus on: 


1. accounting procedures (a credit balance which should be carried forward on the 
closing of the books); 
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2. legal aspects such as ‘claims of creditors’, ‘obligations’, ‘relationship’, ‘rights of 
creditors’; 

3. economic benefits or ‘probable future sacrifices of economic benefits’; and 

4. cash flows (or ‘negative present values’). 


Most CFs (including the AARF’s) have adopted a definition that refers to ‘economic 
benefits’. 

The replacement cost of a lability is the amount which can be borrowed on 
existing terms and maturity date (Edwards and Bell, 1961, p. 205). The AARF 
Accounting Theory Monograph (1998) discussed the concept of ‘relief value’, which 
is measured as the higher of replacement value or its settlement value. Baxter 
(1994) recently described the replacement value of a loan as a ‘confusing irrelevance’, 
suggesting that a liability should be valued at its market purchase price (see also 
Bradbury, 2000, and Gray, 2003). 

The net realizable value (also called ‘fair value’ by the FASB, 1999b) for financial 
liabilities, such as issued debt, is the selling price determined on a publicly traded 
debt market. This measurement basis is preferred by the FASB’s Preliminary Views 
on Major Issues Related to Reporting Financial Instruments and Certain Related 
Assets and Liabilities at Fair Value (1999). 

Consistent with his perspective that accounting should reflect commercial realit- 
ies, Chambers adopted 'a narrower, more legalistic ‘rights of creditors’ definition of 
‘liabilities, and proposed the use of face values or contractual amount for all liabilities, 
arguing that this amount shows what cash has to be marshalled to settle claims. It 
is also simple to calculate, does not rely on too many assumptions and is consistent 
with most people’s understanding of the concept of liability. Schuetze (2001) con- 
curs. However, settlement of debt rarely occurs at or shortly after balance date, 
as many debts run to maturity. The use of face values ignores the time value of 
money. Some would argue that liabilities would be overstated in the financial 
statements when reported at face value (though such statements imply that the 
‘true’ valuation is a present value). 

There is little research evidence available about what users regard as more 
relevant: face values, market value or PVs. The AARF 1998 monograph states that 
‘in practice, market values of certain liabilities may be used to measure... present 
value’ (p. 87). At first glance, that statement gets things back to front—present values 
are not an attribute of liabilities, but a desk calculation about liabilities. We have 
already noted that some liabilities have readily available market values, and others do 
not—so that PVs may be useful estimates of market values. More broadly, the state- 
ment reflects a confusion between ‘concepts’, ‘attributes’ and estimation procedures. 

Australian accounting standards have drifted towards wider use of the U.S.A.’s 
PV approach for monetary assets and liabilities (while also adopting the U.S.A.’s 
inconsistency in the application of discounting—see Weill, 1990). However, current 
standards adopt a variety of discount rates which can materially affect the amounts 
at which liabilities are reported in financial statements. Table 2 summarizes the 
discount rates recommended under different standards. Walker et al. (2000) demon- 
strate their impact in practice. 
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TABLE 2 


VALUATION OF LIABILITIES IN TERMS OF SOME AUSTRALIAN 
ACCOUNTING STANDARDS 


Item Rule Method Discount rate 

Monetary items n/a Face amount n/a 

Interest bearing monetary items AAG 10 PV (of face Historic effective rate 
amount plus 
interest) / 

Finance leases’ AASB 1008 PV Historic implicit rate (i.e., 

effective rate) 

Residual obligations after principal-only AASB 1014 PV Historic rate 

debt defeasance 

Accrued benefits—defined benefit plans AASB 1025 PV ‘Current’ rates (or, if that 

AAG 13 can not be reliably 


determined, current 
risk-free rate) 


Employees’ entitlements AASB 1028 PV Current ‘risk free’ rate 
UIG 3 (revised annually) 
Insurers’ outstanding claims AASB 1023 PV Current rates earned on 
AAG 13 investments (or if not 
applicable, current 
risk-free rate) 
Obligations to restore mine sites, etc. AASB 1022 No method n/a 
specified nia 


Deferred tax liabilities AASB Face amount 


Arguably, face amounts are understandable, reliable, but often less than relevant 
when claims are not due for settlement for extended periods. Present value may be 
relevant, but not reliable if preparers can choose discount rates (such as would 
occur if PVs were to be calculated on the basis of assessments of a risk adjusted 
discount rate). If different rates were used for different liabilities, then arguably 
the resultant schedule of liabilities and estimates of aggregates would not be 
understandable. 

On this basis, it is proposed that, in principle, the most relevant and reliable 
attribute of short term liabilities are face amounts. 

For liabilities of longer duration, it is argued that, in principle, the relevant 
attribute would be that reflecting the amounts for which those liabilities could be 
extinguished at balance date (assuming the cooperation of the holder of those 
claims). 

In some instances, such values may be readily observable in markets (e.g., where 
debentures or notes issued by an entity are publicly traded). In other instances, 
current settlement values may have to be estimated, via a present value calculation. 

One suggestion is that liabilities be measured using ‘The rate the market would 
use to value a financial instrument issued by the firm making the promises’ (Weill, 
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1990). However, this approach leads to a problem. As noted by Bradbury (2000), 
if a firm’s financial circumstances deteriorate, or a firm’s credit rating is down- 
graded, the interest rate would rise, leading to a reduced valuation of an entity’s 
liabilities (and arguably masking the firm’s financial situation). Gray (2003) aug- 
ments Bradbury’s observation in a limited financial instruments sense. 

It is proposed, in the interests of reliability and understandability, that the relevant 
discount rate to be used should be the market risk-free rates for-borrowings of 
applicable duration. However, this is an arbitrary judgment about what may be 
appropriate policy. It represents what is considered to be a reasonable assumption 
in light of the current state of knowledge about what key stakeholders may consider 
to be relevant to their routine decisions. That assumption may warrant revision if 
research evidence suggests otherwise. 


MEASUREMENT SCALE 


Finally, a few brief observations about the measurement scale. If attributes being 
measured reflect contemporary exit or settlement values, it is appropriate to measure 
those attributes in money units of contemporary purchasing power. 

It follows that estimates of changes in the values of assets or liabilities should 
be in a consistent scale: in other words, opening balances of assets and liabilities 
(presented as comparative figures) and shareholders’ equity should also be adjusted 
to represent values in terms of the purchasing power of money at the end of a 
financial period. : 

Arguably such adjustments are relevant since they reflect ‘real changes’ in values. 
The Australian community is well used to references to ‘real changes’ in values, if 
for no other reason than because those terms are popularly used in discussions 
about changes in wages rates, or taxes, or government expenditure. Moreover, 
Australia’s regime of capital gains tax for many years required this process of 
adjusting historic costs for changes in the CPI. Such a process generates data which 
would be readily understood by most persons experienced in commercial affairs. 
Many academics have proposed a constant measurement scale, and numerous 
accounting standards relating to inflation accounting have required a constant pur- 
chasing power adjustment (see Chambers, 1995b, for a detailed discussion). 


RECOMMENDATIONS 


1. SAC 3 should be deleted, since the CF does not need a statement of ‘qualitat- 
ive characteristics’. The qualitative characteristics listed in SAC 3 do not provide 
meaningful guidance to standard setters or practitioners. Rather, some of 
these characteristics (‘relevance’ and ‘reliability’) are best viewed as criteria 
for developing appropriate definitions (and recognition tests) for ‘assets’ and 
‘liabilities’, and for determining the basis for the inclusion of items in cash flow 
statements. The criteria of ‘comparability’ and ‘understandability’ are unnecessary 
in a CF, and those qualities of financial statements are likely to be present if an 
agreed CF (including firm definitions of ‘elements’ and a- standard basis for 
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asset measurement) was adopted and followed in practice. The criterion of 
‘verifiability’ (used by the FASB) is also unnecessary if an appropriate specifica- 
tion of the criterion of ‘reliability’ were adopted as the basis for designing key 
concepts and specifying the attributes of assets and liabilities which are to be 
measured in financial statements. 

. The criterion of ‘relevance’ should be redefined so as to exclude references to 
‘accountability’ and to emphasize the judgments which are routinely made by 
key groups of potential users of financial information. Measures of an attribute 
are ‘relevant’ if the financial information provided is information which influ- 
ences judgments routinely made by potential users of financial statements about 
their future relationships with an entity. 

(Note that the focus here is on financial statements, not financial reporting. 
Information about some attributes may be relevant to judgments made non- 
routinely by some potential users, and it may be possible to disclose these 
attributes in notes accompanying financial statements.) 

. The selection of the concepts of ‘asset’, ‘liability’, and of the attributes of assets 
and liabilities to be measured in accounting, should have regard both to what 
information is relevant to key potential users of financial reports, and what 
relevant information is common to the judgments made by the classes of 
potential users identified as key stakeholders. 

. The criterion of ‘reliability’ should be re-defined to refer to measures of attri- 
butes of stocks of assets and liabilities, rather than its current inappropriate 
reference to the faithful representation of flows, in the form of ‘transactions’ 
and ‘events’. 

Measures of an attribute are ‘reliable’ if those measures are repeatable by 
different observers who have a common understanding of the objectives of the 
measurement process, so that separate observers may obtain measures with only 
small variations and the criterion for identifying attributes for use in account- 
ing should be whether financial information reflecting a specific attribute can be 
measured reliably. 

. The concept of ‘understandability’ should be redefined so as to refer to that 
quality of financial information which exists when users with a basic knowledge 
of commercial affairs are able to comprehend its meaning—trather than the 
current expectation that readers should have ‘proficiency’ through knowledge 
_ of accounting processes in order to be able to interpret accounting ‘code’. 
Accordingly the criterion for identifying attributes for use in accounting would 
be whether financial information reflecting a specific attribute can be ‘inter- 
preted’ by readers with basic knowledge of commercial affairs. 

. The only attributes which meet these criteria for statements of financial position 
are: (a) net exit values of assets, and (b) net settlement values of liabilities, or 
face values of liabilities. 

. The CF should include the following statement from ASRB 101: In measuring 
assets, measurement principles are to be applied to the individual assets and 
liabilities of an entity; they are not directed towards valuing the business (or 
businesses) conducted by that entity. 
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8. The CF should state that it is assumed that the most relevant, reliable and under- 
standable attribute of non-interest bearing, short term liabilities (due within 
twelve months) are face values. 

9. The CF should state that it is assumed that: (a) in principle, the most relevant, 
reliable and understandable attributes of liabilities due twelve months or more 
hence are the values at which those liabilities could be extinguished at balance 
date, and (b) if it is necessary to estimate settlement values using present value 
calculations, it is assumed that the appropriate discount rate is the market risk 
free rate applicable to loans of similar duration. 

10. The measurement scale should be money of contemporary purchasing power. 
(Adoption of this assumption would require restatement of opening balances 
of shareholders’ equity to ensure that income was calculated in ‘real’ terms.) 
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Harmonization and the Conceptual 
Framework: An International Perspective 


The release of CLERP 9 (Commonwealth of Australia, 2002) requires 
the Financial Reporting Council and the Australian Accounting Standards 
Board to adopt International Accounting Standards (LAS) en bloc as 
domestic reporting standards by 1 January 2005. This article considers the 
current and future role and direction of the conceptual framework (CF) 
under the CLERP proposals and a potential IAS reporting environment 
after January 2005. It is argued that Australia, which has been a major 
innovator on CF issues, may suffer a major setback if the International 
‘Accounting Standards Board’s CF is adopted in January 2005. Further- 
more, while the International Accounting Standards Board (IASB) has 
been aggressively pursuing a set of global accounting standards, it remains 
unclear whether the [ASB will, or can, develop an internationally relevant 
and generally accepted CF which can guide the development of a globally 
compatible set of accounting standards. 


Key words: Accounting; Concepts; Harmonization. 
BACKGROUND 


Australia is in the midst of cathartic change to its institutional arrangements 
and structures for accounting standard setting. These developments have been 
precipitated by sweeping reform initiatives of the Commonwealth Department . 
of Treasury, as part of its Corporate Law Economic Reform Program (CLERP) 
(March 1997).' More recently, CLERP 9, Corporate Disclosure—Strengthening the 
Financial Reporting Framework (September, 2002) recommended further reforms 
to the auditing profession, as well as providing more specific details of Australia’s 
accounting standards harmonization program. The most controversial of these 
recommendations is that IASB standards must be adopted en bloc by the newly 
constituted Australian Accounting Standards Board (AASB) (see CLERP 9, 


' The details of CLERP have been published by the Australian Treasury as the ‘Corporate Law 
Economic Reform Program’: Draft Legislative Provisions (1998) containing A Bill for an Act to 
amend the Corporations Law, and for related purposes, and Corporate Law Economic Reform 
Program: Commentary on Draft Provisions (1998). The CLERP became legislation in November 
1999 (taking effect as of 1 January 2000) as the Corporate Law Economic Reform Program Act 
(1999). 
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p. 104; and CLERP 1, pp. 3—4). The Financial Reporting Council (FRC) (Agenda 
item 4; June 28, 2002), has since outlined its strategic thinking for the future of 
AASB standards: ‘Subject to the Government’s support at the appropriate time 
for any necessary amendments of the Corporations Act, reporting entities under 
the Act would be required to prepare their financial statements in accordance with 
IASB standards for accounting periods beginning on or after 1 January 2005.’ 

To demonstrate its commitment to assist the FRC achieve its harmonization 
objectives, the Parliamentary Secretary to the Treasurer also announced an addi- 
tional $A2 million in funding to the FRC and AASB, which doubles the govern- 
ment’s current contribution to standard setting. (CLERP 9, p. 102). CLERP 9 
(p. 104) clarified CLERP 1 with respect to what the harmonization of accounting 
standards would actually entail: 


Australia would in virtually all cases accept [ASB standards without modification (except 
to ensure that they are appropriate to the Australian legal and institutional environment). 
Under the ASIC Act, adoption would occur unless considered not to be in the best 
interests of the Australian private and public sectors. However, such instances are likely 
to be extremely rare. Any departures by Australia from JASB standards could rapidly 
erode the advantages of a common language and in particular the acceptance overseas of 
Australian companies’ financial statements as IASB compliant. 


Furthermore, to ensure consistent application of IASB standards, CLERP 9 
(p. 105) recommends that Australia adopt, from January 2005, official interpreta- 
tions of IASB standards issued by the IASB’s International Financial Reporting 
Interpretations Committee (IFRIC). At noted by CLERP 9, the comparability of a 
common set of accounting standards could be eroded ‘if standards are subject to 
differing interpretations and markedly different enforcement regimes’ (p. 105). In 
practice, adoption of IASB standards will mean that ‘single entity and combined 
financial statements required under the Corporations Act will need to be prepared 
in accordance with IASB standards for accounting periods beginning on or after 
1 January 2005’. Furthermore, with the need to present one year comparatives, the 
changeover will effectively begin on 1 January 2004 (p. 103).’ 

It is not the purpose of this article to discuss the pros and cons of Australia 
adopting IASB standards as domestic reporting standards. That issue has already 
been extensively discussed in the literature (see, e.g., Press Release of Australian 
Society of CPA’s, 2 June 1998, p. 1; Peirson, 1998, pp. 1-4; Zeff, 1998, p. 3; Collett 


2 The drive for standards harmonization has been rationalized consistently in the context of the 
Treasury Department’s traditional emphasis on national and international economic policy object- 
ives.(CLERP 1, 1997, pp. 11-13; CLERP 9, p. 106). The rationale is further outlined in CLERP 9 
(p. 102): 

The Government has long recognized the benefit to Australia of a common global accounting 
language. In a globalized economy with large and growing cross-border capital movements, high 
quality internationally accepted accounting standards will facilitate cross border comparisons by 
investors and enable Australian companies to access international capital markets at lower cost... 

Australian accounting standards are recognized by accounting standard setters world-wide as 
being of high quality. However, with Australia comprising less than two percent of the world 
capital market, participants in markets overseas have little incentive to understand them. 
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et al., 1998, pp. 9-15; Emenyonu and Adhikari, 1998, pp. 24-32; Brown and Clinch, 
1998; Brown and Tarca, 2001). , 

This article addresses the specific issue of the role and future of the Australian 
CF under the CLERP proposals. Given that neither CLERP 1 nor CLERP 9 
makes any specific reference to the CF, a number of important issues require 
clarification and discussion. For instance, will the Australian CF be replaced by the 
IASB CF from January 2005? If the IASB CF replaces the Australian CF, will it be 
of sufficient quality, scope and depth to provide adequate guidance for the standard 
setting process and serve the needs of users? If the IASB’s CF is to be adopted, 
what will be the IASB’s future program for the development of the CF, particu- 
larly on issues such as the reporting entity concept and accounting measurement? 
Furthermore, if the CF is to guide the international accounting standard setting 
process, can the IASB realistically develop a workable CF that will be acceptable on 
a global level? And what will be the impediments and obstacles to the development 
of such a framework? Finally, will the CF continue to serve the same standard 
setting objectives and priorities that it has traditionally performed in Australia? 

This article attempts to address these questions in the context of two specific 
themes: (a) the role of the Australian CF in a post-IASB reporting environment; 
and (b) the likelihood of the LASB achieving a generally accepted accounting 
framework that can guide the development of a globally compatible set of account- 
ing standards. Both of these issues are now discussed. 


THE ROLE OF THE AUSTRALIAN CF IN A POST-IASB 
REPORTING ENVIRONMENT 


Under the CLERP 1 and CLERP 9 proposals, there is neither mention of the 
Australian CF nor the IASB CF projects, nor whether the [ASB CF will replace 
the Australian CF after January 2005. We can construct various scenarios of what 
is likely to occur. 


Scenario 1—Australia Adopts the [ASB Framework 

Given the emphatic harmonization spirit of CLERP, and the I[ASB’s strong com- 
mitment to its own CF, it seems likely that Australia will be adopting, if only by 
default, the IASB framework from January 2005. The prospect of Australia losing 
its own CF, not to mention its autonomy and authority in the standard setting 
process, deserves careful attention by academics and regulators. Among other 
reasons, Australia has long developed a reputation in international accounting 
circles for being at the forefront of a principles-based approach to standard setting 
as well as being a major innovator on CF issues. In the words of Sir David Tweedie: 
‘Now the reason in fact that we are in a position to harmonise international standards 
is basically because standard setters for many years now have been coming from a 
single conceptual base, the CF which you pioneered much in Australia’? 


3 Speech by Sir David Tweedie, Chairman, International Accounting Standards Board, dinner hosted 
by the Financial Reporting Council, the Business Council of Australia, the Australian Institute of 
Company Directors, and the Australian Stock Exchange, Sydney, Thursday, 15 August 2002. 
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We have at least three concerns with adopting the [ASB CF in place of Australia’s 
own: (a) the Australian CF provides guidance on important issues not covered by 
the current IASB framework, (b) the Australian CF’s future work program is more 
advanced and transparent than the [ASB on a number of issues, and (c) initiative, 
autonomy and innovation in the development of national frameworks will decline 
if the IASB framework is adopted. 


Comparison of the [ASB and Australian Frameworks The IASB’s Framework for 
the Preparation and Presentation of Financial Statements and the Australian State- 
ments of Accounting Concepts (SACs) appear broadly consistent at a philosophical 
level. However, there are substantive differences relating to issues of content, 
coverage and strategic direction on important framework questions. For example, 
the Australian SACs 1-4 are generally more detailed, explanatory and prescriptive 
documents than their IASB counterparts, having been developed uniquely for 
local Australian financial reporting conditions and requirements. Furthermore, 
the Australian SACs have been more actively utilized to drive the development 
of particular accounting standards. It is also noted that Australian Statement of 
Accounting Policy No. 5, The Nature and Purpose of Statements of Accounting 
Concepts, is more explicit than its LASB counterpart in identifying the purpose of 
a CF in terms of meeting specific standard setting objectives. Two further issues 
warrant more detailed attention, as they represent significant departures between 
the Australian and [ASB frameworks. They are: (a) the reporting entity concept; 
(b) the applicability of the framework to the private and public sectors. 

-= The Reporting Entity Concept The Australian CF is innovative in its treatment 
of different types of entities which should be preparing general purpose financial 
reports (GPFRs) and which entities should be complying with Accounting Standards. 
The reporting entity concept, which is currently not covered by the IASB frame- 
work, has some practical value in deciding which entities should be required to 
prepare GPFRs. For instance, should a local council, a government department, a 
sporting organization, a church or a family business be required to prepare finan- 
cial reports and comply with Accounting Standards? SAC 1, Definition of the 
Reporting Entity, states that only reporting entities should be required to prepare 
financial reports and comply with Accounting Standards. These are: ‘entities (includ- 
ing economic entities) in respect of which it is reasonable to expect the existence 
of users dependent on GPFRs for information which will be useful to them for 
making and evaluating decisions about the allocation of scarce resources’ (SAC 1, 
para. 40). 

Those users would include shareholders, investors, creditors, suppliers, employees 
and other users who need financial reports as a basis for assessing an entity’s 
financial position, profitability and performance. The definition implies that those 
entities where major external users are not expected to exist should not have to 
prepare GPFRs nor comply with Accounting Standards. For example, private com- 
panies, trusts, sole traders and family businesses would not qualify as reporting 
entities under SAC 1, because it would be reasonable to assume that there will be 
no external users. Because the definition of the reporting entity is linked to the 
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information needs of external users, the existence of a reporting entity will not 
depend on either: 


e the sector (whether public or private) within which the entity operates; or 

e the purpose for which the entity was created (whether business or not-for-profit); 
Or 

e the manner in which the entity is constituted (whether legal or otherwise). 


SAC 1 also attempts to provide. some general guidance in determining whether 
dependent external users are likely to exist. These guidelines include: the degree of 
separation of management from economic interests; economic or political import- 
ance/influence of the entity: and financial characteristics such as an entity’s size 
(e.g., sales turnover) or its indebtedness. 

It is clear that the introduction of SAC 1, while criticized on occasion for being 
couched in qualitative terms, has continued to have a significant impact on ac- 
counting practice in Australia. For example, SAC 1 has provided the justification 
for requiring numerous types of entities, such as partnerships, trusts, government 
departments, local government authorities, whole of government entities and other 
statutory authorities, to prepare GPFRs, when previously there was no such re- 
quirements under professional accounting standards. For instance, the Australian 
Accounting Research Foundation (AARF) now has professional accounting stand- 
ards for local governments (AAS 27), government departments (AAS 29) and 
whole of government entities (AAS 31) when previously there were no professional 
reporting requirements for these entities. A number of questions remain as to 
whether the reporting entity concept will be adopted by the IASB, and whether 
the IASB will adopt a similar position to Australia on this concept before the 
IASB CF takes force after 1 January 2005. Furthermore, what would be the likely 
impact on the Australian reporting environment if SAC 1 were superseded by the 
IASB framework? ) 

Applicability of CF to the Australian Public and Private Sectors For financial 
reporting purposes, Australian standard setters have not maintained a strong dis- 
tinction between the private and public sectors. Indeed, Australia is one of the few 
countries in the world which has made its CF equally applicable to all entities, 
including public sector entities and not-for-profit entities in the private- sector.‘ 
Standard setters have paid more than just lip service to this policy stance. Accrual 
accounting principles and Australian professional accounting standards (AASs) 
are applicable to all not-for-profit entities in the private and public sectors. Implicit 
in the Australian CF is the presumption that private and public sector entities have 
a number of economic and operating characteristics in common, including similar- 
ities in the economic environment, similarities in the user needs for information 
and similarities in the objectives of financial statements. 

When the IASB CF is adopted, will it be equally applicable to the public sector 
and the private not-for-profit sector? Currently, the [ASB framework provides no 


* In the U.S., public sector accounting standards and concepts statements are regulated by a separate 
board, the Governmental Accounting Standards Board. 
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guidance for public sector and not-for-profit entities. This should be a matter of 
concern, considering that Australian public sector financial reporting is now largely 
on a ‘private sector’ full accrual basis. Furthermore, if these entities are brought 
under the umbrella of the [ASB framework, will the Australian position be adopted 
where the public and private sectors are treated as one for financial reporting 
purposes? Or would, perhaps, the U.S. position be adopted where a separation 
between the public and private sector environments is maintained, with attendant 
differences in the financial reporting requirements and bases of measurement? 


Australia’s Future Work Program on the Framework The Australian CF is also 
more explicit in its intended or planned work program with respect to the future 
development of the CF—which includes future statements on the scope of financial 
reporting, operational and display issues, standard setting policy, standards enforce- 
ment, and the fundamentally important question of accounting measurement. Many 
of these issues are not explicitly covered in the IASB framework. For example, 
‘measurement’ provides a major difference between the IASB and Australian 
approaches to the CF. While the [ASB has always been committed to an historical 
cost basis of accounting, Australian standard setters have provided a longstanding 
commitment to a hybrid of cost and market value approaches (see Walker and 
Jones, 2003). 

Australia is somewhat unique for having developed an impressive current-value 
accounting tradition spanning many decades.’ Furthermore,-support for various 
forms of current-value accounting has had strong endorsement from Australian 
standard setting authorities over a long period. The 1970s was a particularly active 
period in the development of a comprehensive system of current-value account- 
ing in Australia. The drive for a current-value system was fuelled, among other 
reasons, by double digit inflation rates in Australia around the mid-1970s. Three 
different exposure drafts on current-cost accounting were released by the AARF 
between 1974 and 1978, which culminated in the 1983 issue of Statement of 
Accounting Practice (SAP 1), Current Cost Accounting. SAP 1, which recommends 
adoption of replacement cost disclosures in either primary or supplementary form, 
is still in existence (but not in operation). However, regulators have instituted a 
number of more recent current-value regulations and standards in Australia, which 
includes asset revaluations for non-current assets, the recoverable amount test 
for non-current assets; net market values for superfund assets; net market values 
for general insurance activities; present values for employee entitlement liabilities 
and monetary and non-monetary assets and liabilities; mark to market for financial 
instruments; and replacement costs for infrastructure and heritage assets (see Jones 
and Love, 1995; Walker and Jones, 2003). 

At a conceptual level, the AASB has long been committed to developing a 
concepts statement on accounting measurement. For instance, AARF released on 
behalf of the AASB a public Invitation to Comment, Proposed Program for the 
Development of Concepts on Measurement of the Elements of Financial Statements 


5 See for example, Chambers (1966) and Gynther (1966). 
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(1994), on proposed changes to the historical-cost measurement basis of account- 
ing. The Invitation to Comment signalled the AARF’s intention to develop the 
next Statement of Accounting-Concepts (SAC 5) which-would ostensibly deal 
with the controversial issue of the measurement of accounting elements and was 
expected to assist the AASB complete the CF. The Invitation to Comment failed 
to meet its own self-imposed 1997 deadline for the development of a proposed 
SAC 5. However, the AARF signalled its commitment to develop SAC 5 with the 
long awaited release of Accounting Theory Monograph No. 10, Measurement in 
Financial Reporting (1998), which is still expected to lay the foundation of a future 
SAC 5. 

At this stage, the IASB has announced no plans to extend its current- CF to 
measurement issues, nor other CF issues such as the scope of financial reporting 
and standard setting policy which is part of the Australian framework. The current 
IASB framework provides no guidance on measurement issues. Furthermore, given 
the IASB’s longstanding commitment to historical cost accounting, it is likely that 
Australian innovations on measurement could suffer a serious setback if the [ASB 
framework is adopted. 


The Impact on Local Autonomy in Standard Setting Standard setting authorities 
in Australia, the United States, the United Kingdom and elsewhere have offered 
explicit justifications for the development of their various CFs. For example, in 
justifying the need for a CF, the FASB (1976) acknowledged the erosion of the 
credibility of financial reporting, giving special mention to the following situations: 


e Two or more methods of accounting are accepted for the same facts. 

e Less conservative accounting methods are being used rather than the earlier, 
more conservative methods. 

e Reserves are used to artificially smooth earning fluctuations, 

¢ Financial statements fail to warn of impending naar crunches. 

+ Deferrals are followed by ‘big bath’ write-offs. 

e Unadjusted optimism exists in estimates of recoverability. 

e Off balance-sheet financing (that is, disclosure in the notes to the financial state- 
ments) is common. 

e An unwarranted assertion of immateriality has been used to justify nondisclosure 
of unfavourable information or departures from standards. 

e Form is relevant over substance. 


In times of financial crisis, standard setting bodies have proven vulnerable to 
public criticism because they are regarded as the custodians of ‘best’ financial 
reporting practices (Hines, 1988). The AASB has always taken the view that a CF 
is particularly useful in the development of more consistent and logical standards, 
and in removing the necessity to re-debate conceptual issues when preparing new 
accounting standards. See APS 5 (AASB, 1995), The Nature and Purpose of State- 
ments of Accounting Concepts, para. 7. The result is (supposedly) higher quality 
standards. Also, the possibility of standards ‘overload’.can be potentially reduced 
because a CF can enable resolution of particular accounting problems thereby 
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avoiding the necessity of issuing new accounting standards. A CF can also lead to 
better communication among accountants, auditors and users because all parties 
would be using a common set of definitions and criteria. Another potential benefit 
of a CF is that it can reduce the activities of lobbyists and special interests groups 
(who have self-serving motivations) in attempting to influence the standard setting 
process (Bazley and Hancock, 1993). As suggested by Solomons (1986), conflicts 
between economic interests could be avoided if accounting’s theoretical foundations 
were well established. 

The key issue arising from this discussion concerns the substantive qualitative 
differences which exist between the IASB and Australian CFs. In particular, will 
the IASB framework be of sufficient quality and scope to fulfill the various technical 
and strategic roles for which the current Australian framework was developed. 
Further, the [ASB framework was not developed for the local Australian reporting 
environment. Hence, it is unlikely that the IASB CF will have the same beneficial 
impact as Australia’s own framework on the standard setting environment. In one 
sense, the adoption of IASB standards en bloc will reduce the need for a local 
framework, as accounting standards will flow directly from the IASB, with greatly 
reduced input from local standard setting authorities. This prospect in itself is a 
major concern because it could have the affect of restricting local innovation and 
initiative, as well as undermining efforts to develop standards which can address 
unique local standard setting needs and concerns. Furthermore, as experiences 
have shown in the past decade, the accounting profession can become vulnerable 
to attack in times of financial crisis (Walker, 1993): The risk of this occurring seems 
that much greater if Australia loses ‘authority and legitimacy’ by a reduction in its 
autonomy in the standard setting process and the loss of its own CF. 


Scenario 2—Retain the Australian CF 

While Scenario 1 seems to be likely, given recent international standard setting 
trends, we propose an alternative scenario that may still work well in a post-LASB 
reporting environment. We propose that Australia retain its CF, and standard 
setters continue actively to develop that framework, particularly in vital areas such 
as accounting measurement. The Australian reporting environment is unique in 
the world for having developed an innovative prescriptive CF, for its considerable 
academic legacy on measurement, and for its longstanding support for measure- 
ment alternatives to historical cost by standard setters. Australia would be better 
served to retain its framework, and exploit its comparative advantage in these key 
areas, by providing input and actively assisting the LASB on the future development 
of the CF. This might be extended to include issues such as the reporting entity 
concept, the scope of financial reporting and accounting measurement. Further, 
after January 2005, the Australian framework should be retained and utilized to 
guide financial reporting in the public sector and the not-for-profit sector, an area 
where Australia has made significant progress. The Australian framework may 
also be of some-assistance to standard setters for interpreting and selecting among 
(the many) IASB. accounting alternatives which are most appropriate for Australian 
conditions. 
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IS A GENERALLY ACCEPTED INTERNATIONAL CF ACHIEVABLE? 


Much of the recent literature has focused on the LASB’s mission to create a globally 
compatible set of accounting standards. In some respects the [ASB is closer to 
achieving this end than it was two-yeats ago, particularly following recent decisions 
by the European Union and.Australia to adopt IASB standards by January 2005. 
Furthermore, the [ASB—FASB convergence project offers some possibility of future 
agreement on an internationally compatible set of accounting standards that would 
be acceptable to the FASB and the SEC.® While recent academic and practitioner 
discussion has tended to focus on global accounting standards, there has been 
comparatively little or no discussion on the capacity of the IASB to develop a 
globally harmonized and compatible CF to guide the standard setting process on 
the likelihood of its doing so. 

The major benefit of any CF is that it will facilitate the resolution of disputes 
between interested parties and aid the development of logical and consistent 
accounting standards.’ Furthermore, according to Gerboth (1987) the absence of 
a ‘coherent and rigorous’ body of accounting theory to guide the development of 
professional accounting practices has been a significant factor that has led to a 
reduction in the professional status of accounting. Political pressures and motivations 
for a CF have usually paralleled, and even overshadowed, mere technical require- 
ments and considerations (Horngren, 1981; Solomons, 1986). 

Arguably, a CF will become even more crucial if the IASB fulfils its mission of 
becoming the sole global accounting standard setter, thus affording it a virtual 
monopoly over the international standard setting process. If the IASB does 
become the key global standard setter, its standards will almost certainly become 
subject to numerous political pressures and influences from a wide variety of 
national standard setting interests, including a number of corporate, regulatory and 
political interests around the world. In such an environment, will political pro- 
cesses and ad hoc approaches hold sway over the LASB, or will standards be driven 
from an internationally agreed upon CF, where the scope, objectives and qualitat- 
ive and measurement characteristics of accounting will be clearly defined and agreed 
upon? In the process of developing a generally accepted CF, the IASB will have 
to resolve and take an explicit position on a number of fundamental conceptual 
issues. Some basic issues spring to mind: 


1. Framework basis (prescriptive, descriptive or mixture of both?) 

2. Fundamental orientation of accounting (e.g., statement of financial position vs 
operating statement view?) | | 

3. Definition and recdgnition of assets, liabilities, equity, revenues and expenses 


§ See Testimony of Robert K. Herdman, ‘Concerning the Roles of the SEC and the FASB in Estab- 
lishing GAAP’, before the House Subcommittee on Capital Markets, Insurance, and Government 
Sponsored Enterprises, Committee on Financial Services, 14 May 2002. 


7 This section makes extensive use of chapters 4 and 5 of Belkaoui and Jones (2002). 
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4. Concepts of capital maintenance (financial or physical?) 

5. Which measurement method is to be adopted (exit prices, entry prices, general 
price level, present values, value to the business, mark to market, other?) 

6. Applicability of the CF to different sectors (private or public sectors—or both?) 

7. Scope of financial reporting (definition of financial reporting; distinctions between 
general and special purpose financial reporting; what is to be included in financial 
reporting; timing and frequency of reporting?) 

8. Consistency of the CF with Accounting Standards (will standards be made con- 
sistent with the CF?). 


To be effective, a CF must gain general acceptance, represent collective behaviour, 
and protect the public interest by facilitating the development of high quality 
standards. Can the IASB realistically achieve that objective, given, among other 
things, significant national differences that currently exist in CF projects around 
the world (Goeltz, 1991, Flower, 2002)? Numerous authors have expressed pessim- 
ism about the prospect of achieving a generally accepted accounting theory in a 
political environment, and this might be extended to the related idea of a generally 
accepted CF. For instance, Watts and Zimmerman (1979, p. 274) argue that, ‘because 
individual interests differ, a variety of accounting prescriptions, hence a variety of 
accounting theories is demanded on any one issue. We argue that it is this diversity 
of interests which prevents general agreement on accounting theory.’ 

In addition to social-choice problems and political realities, the acceptance or 
workability of a CF may also be hampered by the level of abstraction in the 
definition and recognition criteria for elements of financial statements. Dopuch 
and Sunder (1980) use the FASB framework as a case in point: . 


The FASB’s definition of liabilities is so general that at this stage we cannot predict the 
Board’s position on deferred taxes. However, those who favor the recognition of deferred 
taxes can adopt a somewhat broad interpretation of the FASB’s definition of liabilities to 
justify the inclusion of deferred taxes as an element of financial statements, particularly at 
the individual asset level. In contrast, those who do could take the FASB’s statements 
literally and just as easily argue against the inclusion of deferred taxes. (pp. 6-7) 


A reminder of the difficulty in achieving consensus on CF issues is illustrated by 
Australia’s experience with SAC 4, Definition and Recognition of Elements of 
Financial Statements. The corporate backlash to SAC 4 took the AASB completely 
by surprise at the time, as earlier exposure drafts on the definition and recognition 
of financial statement elements did not attract significant commercial opposition or 
even comment. The groundswell of discontent regarding SAC 4 only became evident 
when the Statement was officially released, albeit with mandatory status by the 
AARF in August 1992. There were 108 public submissions relating to SAC 4 
during 1993 reflecting a variety of concerns from leading accounting firms, com- 
panies, local and federal government agencies and departments, and interest groups 
and representative bodies such as the Australian Institute of Directors, the Group 
of 100, the Government Accountants Group Committee and the Australian Mer- 
chant Bankers Association (see Belkaoui and Jones, 2002, for a summary). Common 
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concerns included: the fundamental orientation of accounting (1.e., statement of 
financial position vs operating statement basis); the non-operational nature of 
definition and recognition criteria (definition and recognition criteria were con- 
sidered too vague, uncertain and difficult to apply in practice); the fact that SAC 4 
was fundamentally inconsistent with the. body corpus of existing accounting stand- 
ards; and the failure of SAC 4 to address measurement issues. In the words of 
Caltex Oil Australia’s submission: ‘[SAC 4] is a laudable aim but I contend it does 
not address commercial reality, or focus on that very important issue of the cred- 
ibility of the accounting profession in Australia’ (quoted in Belkaoui and Jones, 
2002, p. 159). 

Australia’s experience in achieving a general consensus, even within its own 
borders, should be a reminder to the IASB of how difficult it will be to achieve a 
generally accepted CF that will be sufficiently definitive, relevant and innovative to 
move financial reporting forward at an international level. However, if the IASB 
cannot achieve such a framework, the CF will be relegated to a position of obscurity 
and irrelevance in the standard setting process. If this is the likely outcome, it will 
be more desirable for local standard setting authorities to continue to develop their 
own CFs. 


RECOMMENDATIONS AND IMPLICATIONS 


1. By world standards, Australia has a comprehensive, high quality and innovative 
CF. It should therefore retain its own CF after January 2005 and not adopt the 
IASB CF. | 

2. Australia should strive to maintain autonomy and innovation in the future 
development of the CF (as well as accounting standards), and continue to use 
local standard setting talent and resources to develop its CF. 

3. In particular, the AASB should utilize current research findings, including its 
own in-house research, to develop a SAC 5 on accounting measurement. 

4, After January 2005, Australia’s CF should continue to be used to guide financial 
reporting in the Australian public sector and the not-for-profit sector, as well as 
identifying those Australian reporting entities which should be required to pre- 
pare GPFRs and comply with Accounting Standards. 

5. After January 2005, the AASB should use the Australian CF to assist in inter- 
preting and selecting from among existing IASB. accounting standards, which 
can offer numerous reporting alternatives, those accounting treatments which 
are most appropriate for Australian conditions. 

6. Australia should actively assist the LASB on the future dneni of the 
IASB framework, which can take advantage of current Australian thinking and 
research on the reporting entity concept, the scope of financial reporting and 
accounting measurement. 

7. If the IASB is successful in its mission of becoming the main ‘global’ accounting 
standard setter, it needs to develop an internationally acceptable CF to avoid 
standard setting falling pray to political processes and ad hocery. 
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Implications for the Conceptual 
Framework Arising From Accounting 
for Financial Instruments 


This article describes some of the issues faced by standard setters in 
developing guidance on accounting for financial instruments and the 
implications these issues have for the conceptual framework (CF). The 
objective is to outline issues, not necessarily to resolve them, and to 
consider the implications they have for further developing the conceptual 
framework. 

Given the current trend of harmonization and convergence of account- 
ing practice towards international standards, it seems reasonable to assume 
that any policy implications will be most relevant to the CF inherited by 
the International Accounting Standards Board (IASB). Unless otherwise 
stated, references will be made to International Accounting Standards (LAS). 


Key words: Accounting; Concepts; Financial instruments. 
DEVELOPMENT OF IAS FOR FINANCIAL INSTRUMENTS 


Financial Instruments 

In 1989 the IASC and the Canadian Institute of Chartered Accountants (CICA) 
began a joint project to develop a comprehensive standard on the recognition, 
measurement and disclosure of financial instruments. The [ASC issued an exposure 
draft (E40, Financial Instruments) for comment in September 1991. The proposals 
- were re-drafted and re-exposed as E48, Financial Instruments, in January 1994. The 
CICA issued similar exposure drafts at the same time. 

In view of the critical responses to E48 the IASC and the CICA decided to divide 
the project into two phases. The first phase was completed in June 1995 when [AS 
32, Financial Instruments: Disclosure and Presentation, was issued. In March 1997, 
the second phase resulted in a discussion paper (DP), Accounting for Financial 


1 Most of the G4+1 representatives (Australia, Canada, IASC, New Zealand, U.K. and U.S.) have 
similar conceptual frameworks. 
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Assets and Financial Liabilities. The discussion paper, which addresses the issues of 
recognition, transfers and derecognition, measurement, and hedge accounting, notes 
(para. 1.5): ‘It will be readily apparent that the proposed accounting differs sub- 
stantially from traditional historical cost practices ... However, it is emphasized 
that the principles proposed in this paper are reasoned within the IASC Frame- 
work for the Preparation and Presentation of Financial Statements.’ 

In the light of che comments received on the DP (1977), the LASC decided to 
proceed in two phases: (a) an interim standard (resulting in IAS 39 in December 
1998) and (b) a comprehensive longer term project in partnership with national 
standard setters. The second phase resulted in the establishment of the Financial 
Instruments Joint Working Group of standard setters (JWG) in late 1997. The 
objective of the JWG was to examine whether a standard that would implement 
the fair value based principles set out in DP (1997) was feasible. The JWG com- 
prised representatives from accounting standard setters or professional bodies in 
Australia, Canada, France, Germany, Japan, New Zealand, the Nordic Federation, 
the United Kingdom, the United States and the IASC. Its proposals, Accounting 
for Financial Instruments and Similar Items (JWG, 2000), were in the form of an 
exposure draft, application supplement and basis for conclusions. 

The LASC, however, could not wait for the completion of the JWG’s proposals. 
It needed a recognition and measurement standard for financial instruments in 
order to complete a core set of international standards that could be endorsed by 
the International Organization of Securities Commissions for cross-border capital 
raising and listings. In June 1998 the IASC issued E62, Financial Instruments: 
Recognition and Measurement. This was finalized as IAS 39 in December 1998. 
IAS 39 was issued as an interim standard and is a compromise on the compre- 
hensive fair value approach recommended by DP (1997) and JWG (2000). Under 
IAS 39, some financial assets and financial liabilities are measured at cost, while 
others are measured at fair value. 

The LASB has included aspects of accounting for financial instruments as part of 
its ‘active research’ agenda. In particular it is concerned that the mixed-attribute 
measurement model leads to a number of difficulties and complexities. In the short 
term, as part of its ‘improvements project’, the IASB has issued Proposed Amend- 
ments to IAS 32 Financial Instruments: Disclosure and Presentation and IAS 39, 
Financial Instruments: Recognition and Measurement (EDIAS 32. and EDIAS 39). 
The improvements do not relate to fundamental changes to the concepts in these 
standards, but are suggestions and recommendations received from preparers and 
auditors on the implementation of the standards. 


Framework 

The LASC Framework for the Preparation and Presentation of Financial Statements 
(Framework) was issued as an exposure draft in May 1988 and a final document in 
July 1989. Except for SIC 6, it has remained unchanged since that time. 


2 SIC 6, issued in response to the “‘Y2K problem’, deals with when to create a liability and the 
capitalization of costs relating to modifying existing software. 
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The development of international accounting standards on financial instruments 
began in 1989, the same year the Framework was issued, and is still incomplete. 
The DP (1997) and the JWG (2000) were based on Framework principles. How- 
ever, opposition to these proposals has resulted in LAS 39, an interim mixed model 
solution. The delay in producing a financial instruments standard consistent with 
the Framework is a result of the complexity of financial instruments, the incom- 
pleteness of the Framework, and the lack of acceptance of a Framework based 
solution by financial statement preparers. The issues arising from the. financial 
instruments debate have implications for most of the seven statements that com- 
prise the Framework.’ The purpose of this article is to discuss these implications. 


RECOGNITION 


The recognition of ‘financial instruments’ under LAS 39 usurps the CF recogni- 
tion criteria. Under the Framework, recognition of an asset (or a liability) requires 
probable receipt (or sacrifice) of a future benefit and reliability of measurement, 
whereas EDIAS 39.27 simply requires: ‘An entity shall recognize a financial asset 
or financial liability on its balance sheet when, and only when, the entity becomes 
a party to the contractual provisions of the instrument.’ 

Thus for financial instruments the probability of a future benefit (or sacrifice) is 
not a hurdle for recognition, but part of the measurement of fair value.* The focus 
on the contractual conditions indicates a movement away from the traditional 
exchange basis towards a contract basis of accounting (see Hughes, 1978, Bradbury 
and Prangnell, 2002). Consider, for example, the case of a convertible note that gives 
the holder the ability to convert into equity at a future date. An exchange view 
would classify the convertible instrument as either all debt or all equity, depending 
on the probability of conversion. Under a contract basis the components of a 
financial instrument that are themselves financial instruments may be recognized 
and measured separately. Thus a convertible instrument could lead to the recogni- 
tion of a debt component and an option (to convert to equity) component. 


MEASUREMENT 


There is strong standard setting support for the proposition that fair value is the 
most appropriate basis of measurement for derivatives.” The JWG (2000) extended 
the use of fair value beyond derivatives by concluding that it is the most appropriate 


The Framework comprises a series of statements that outline: (a) the objectives of financial reporting, 
(b) the underlying assumptions, (c) the qualitative characteristics of financial statements, (d) the 
definitions of financial statement elements (assets, liabilities, equity, income and expenses), (e) the 
recognition criteria for financial statement elements, (f) the alternative measurement bases that may 
be used in recording transactions and events, and (g) the concepts of capital and income. 


Measurement reliability for most financial instruments is simply assumed. 


* See IASC (1997), FASB (1999) and ASB (1996). A summary of the arguments for fair value is 
provided by Willis (1998): 
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basis for all financial assets and liabilities. Fair value is a market-based notion 
unaffected by the specific entity that holds the asset or the intended disposition of 
the asset (see FASB, 1999). Under the central role of fair value measurement for 
financial instruments, three issues are raised that have implications for the CF: 
(a) the attribute to be valued, (b) the meaning of fair value, and (c) the accounting 
for transaction costs. 


The Attribute to be Valued 

EDIAS 39.66 requires initial recognition at historical cost, which is ‘the fair value 
of consideration given’. This is consistent with the definition of historical cost in 
the framework. For many financial assets EDIAS 39.69 also requires subsequent 
measurement at fair value. However, there is a subtle difference between the fair 
value at initial measurement and the fair value for subsequent measurement because 
they are valuing two distinct attributes. The objective for subsequent measurement 
is based on the fair value of the financial instrument. On the other hand initial 
measurement is concerned with the fair value of the consideration given. An acquirer 
might pay more than the estimated amount of a willing buyer, willing seller because 
it has a special use for the asset (i.e., the fair value of consideration given might 
contain an element of value-in-use).° While this difference is unlikely to be a material 
issue for financial instruments, the principle involved might be significant for the 
acquisition of non-financial assets. 


The Meaning of Fair Value 

The JWG (2000) concludes that fair value is an exit price. EDIAS 39 is not explicit 
as to the nature of fair value.’ However, not everyone shares the view that fair 
value ought to be an exit.price. Some prefer other measurement bases such as 
deprival value (e.g., Horton and Macve 2000) or value-in-use (e.g., Barth and 
Landsman, 1995). This is not the forum in which to debate that issue. The matter 
is raised to illustrate that the Framework contains no discussion of ‘fair value’, 
‘deprival value’ or ‘value-in-use’. Furthermore, paragraph 101 of the Framework 
states that the ‘measurement basis most commonly adopted by enterprises in pre- 
paring their financial statements is historical cost’. This may not be correct given 
the expansive scope of IAS 39, which encompasses all financial instruments, many 
of which will be reported at fair value (e.g., available-for-sale and held-for-trading 
instruments). 


The Accounting for Transaction Costs 

Another issue that needs be addressed under the aeaeaei section of the 
Framework is accounting for transaction costs. Exposure draft E62.44 required 
transaction costs to be included in the initial measurement of held-to-maturity 


€ See Miller and Loftus (2000) for a full description of the relation between fair value and value-in-use. 


’ EDIAS 39.69 states that there is to be no deduction for selling transaction casts. This implies that 
fair value is an exit value because selling transaction costs are irrelevant for entry values. 
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investments, but excluded from the measurement (both initial and subsequent) 
of financial assets and financial liabilities that are required to be measured at fair 
value. In 1998 E62 was released as IAS 39, in which the accounting for transaction 
costs had changed. LAS 39.66 requires transaction costs to be included in the initial 
measurement of all financial assets and liabilities. However, transaction costs must 
not be deducted from fair value measured subsequent to initial recognition. 

Thus, the treatment of transaction costs has altered over the development of 
IAS 39. Furthermore, the treatment of transaction costs within the ‘improved’ IAS 
39 is inconsistent. EDIAS 39.99 requires the use of bid-ask prices for fair value 
estimates in active markets. However, as the bid-ask spread is a transaction cost 
(see Callahan et al., 1997), the use of bid or ask prices is not consistent with the 
requirement for subsequent measurement to be at ‘fair value, without any deduction 
for transaction costs’ (EDIAS 39.69). 

Inconsistencies in accounting for transaction costs also occur across other IAS 
standards. IAS 40, Investment Property, states that fair value is ‘without any deduc- 
tion for transaction costs that the enterprise may incur on sale or other disposal’ 
(LAS 40.30). Conversely, LAS 2, Inventories, requires inventory to be measured 
at the lower of cost and net realizable value, where ‘net realizable value’ is ‘the 
estimated selling price in the ordinary course of business less the estimated costs of 
completion and the estimated costs necessary to make the sale’ (LAS 2.4). 


RELEVANCE AND RELIABILITY 


The classic qualitative characteristic trade-off between relevance and reliability 
(see Walker and Jones, 2003) has been a major feature of the financial instrument 
debate. The Framework, paragraph 92 states that: 


Income is recognized in the income statement when an increase in future economic bene- 
fits related to an increase in an asset or a decrease of a liability has arisen that can be 
measured reliably. This means, in effect, that recognition of income occurs simultaneously 
with the recognition of increases in assets or decreases in liabilities. 
This is a clear statement that (a) reliability is an asset (or liability) measurement 
issue not an income statement issue, and (b) that fair value gains and losses should 
be recognized as income. 

Many of the critics of the JWG proposals (JWG, 2000) claimed that, for many 
financial instruments, fair value could not be measured with reliability. The re- 
spondents to the JWG’s proposals were also concerned: with the impact that fair 
value has on income. volatility (see Bradbury, 2002, Hague, 2002). Fargher (2001) 
reports that members of the Australian Markets Association have a greater con- 
cern about income volatility than they have about measuring fair value. Some 
constituents’ arguments indicated confusion between the effect of volatility and the 
qualitative characteristic of reliability (see Bradbury, 1999). 

The issue also highlights the tension between the balance sheet and the income 
statement. The CF’s definitions are balance sheet-based. Equity (and therefore 
income) is a residual after measuring assets and liabilities. However, some believe 
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the crucial issue in accounting for financial instruments is not fair value but per- 
formance measurement (e.g., Macve, 1999; Mumford, 2000). EDIAS 39 reaches 
a practical compromise, and contrary to the Framework (see para. 92, as quoted 
above) it allows some fair value gains and losses to go to equity (e.g., available-for- 
sale instruments; cash flow hedges, and hedges of the net.investment in a foreign 
entity). This suggests that the [ASB’s ‘active project’ on reporting financial per- 
formance is a prerequisite to solving issues reas to the change in fair value. 


DERECOGNITION (TRANSFERS OF FINAN Se ASSETS) 


The transfer of nae a assets (e.g., securitizations of ne and credit card 
receivables) is a complex area of.accounting because some transfers do not result 
in a ‘clean’ sale. This arises because the transferor has a continuing interest in or 
involvement with the. transferred assets (e.g., the transferor. provides a guarantee 
or has the rights to service the assets or has a call option to re-purchase the assets 
or has provided the transferee with a put option to return the assets back to the 
transferor). The accounting issue is whether the transferor has relinquished control 
and must derecognize the assets (or a portion of the assets) or has entered into a 
financing transaction (collateralized over the assets) that does not affect recognition 
of the asset. 

Establishing international harmonization in this area will be a major task for the 
IASB because the solutions arrived at by the U.K. and the U.S. are very different. 
For example, FRS 5, Reporting the Substance of Transactions, issued by the U.K. 
ASB has adopted a ‘risk and rewards’ -approath. Under this approach an entity 
only derecognizes a financial asset if it no longer bears the risk and rewards inher- 
ent in the financial asset. Consider, for example, an entity that transfers a portfolio 
of mortgages of $100, where the expected loss of the portfolio is $10. The transferor 
also provides a guarantee-of $20 (i.e., there is recourse to the transferor for the first 
$20 of losses). If a risk and rewards approach is applied, it would be argued that 
the transferor has not, in substance, relinquished control because it is still exposed 
to all the credit risk. If certain conditions are met, FRS 5 might allow linked pre- 
sentation (i.e., the borrowing to be shown as a deduction from the asset). 

' The FASB’s SFAS 140, Accounting for Transfers and Servicing of Financial Assets 
and Extinguishment of Liabilities, applies what might be termed as a condition- 
based approach. Under this approach, derecognition of financial assets is not based 
on a judgment as to whether the transferee has assumed the risk and rewards but 
whether a series of conditions exist that indicates control has been relinquished. 
For example, the entity is required to derecognize a financial asset if the transferee 
has the right to pledge and exchange the asset, the asset is beyond the transferor 
and its creditors in bankruptcy or receivership, or the transferor is not entitled or 
obligated. to repurchase or redeem the asset. Thus, in the prior example if the 


5 The JWG (2000) and Beaver and Wolfson (1984) consider that all foreign currency adjustments 
related to net investment should be recognized in income. 
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transferee has the ability to pledge or sell the mortgages, the guarantee would not 
prevent the transfer from being derecognized (sold) because control has passed. 

The JWG (2000) proposed a components approach, which would recognize the 
components retained or acquired and derecognize those that have been trans- 
ferred. The components approach would not classify the whole (or a portion of 
the whole) transaction as a sale or borrowing. Rather, the transferor would seek to 
derecognize those components that have been unbundled and sold and continue to 
recognize the components in which it has a continuing interest. Hence in the above 
example, the transferor would derecognize (as a sale) the entire portfolio of mort- 
gages ($100) and recognize the $20 guarantee at fair value ($10), thereby recognizing 
a gain of $10. 

The. compromise arrived at in EDIAS 39 is also a conditions-based approach 
that limits derecognition where there is a continuing involvement. In the above 
example, the entity would derecognize $80 of receivables (i.e., the amount of re- 
ceivables not subject to the guarantee) and recognize a debt (for failed sale) of $20. 
The ‘failed sale’ obligations have been called ‘fictitious borrowings’ because they 
do not meet CF definitions (see Dissenting Views, EDIAS 39, Appendix D). 

The fact that four different approaches have arisen in accounting for the 
derecognition of financial instruments suggests that the CF was not helpful in 
producing a uniform solution. The basic issue is the interpretation of ‘control’ or, 
more precisely, ‘loss of control’. Derecognition further highlights the tension 
between concepts such as ‘risk and rewards’ and a ‘components approach’. 


ELEMENT DEFINITIONS 


The inadequacy of the CF to deal with the complexity of innovations in the hybrid 
security market raises difficult conceptual issues and has resulted in considerable 
diversity in practice with regard to balance sheet classification. For example, trust 
preferred securities are generally reported in the ‘mezzanine’ layer between debt 
and equity, although some are reported in debt, some in equity and some are 
unclassified (Frischmann et al., 1999). The- diversity in practice is extended to the 
correspondence between balance sheet classifications and income statement. 

EDIAS 32 represents a substantial modification to the definition of equity con- 
tained in the Framework. Under CF definitions equity is indirectly defined, as a 
residual of defining asset and liability elements. However, EDIAS 32.22D adopts a 
direct approach by considering whether the counter-party holds a residual interest 
in the entity. Thus equity is no longer a residual. Furthermore, the exposure draft 
attempts to define equity from the holder’s viewpoint, not the viewpoint of the 
entity that is issuing the equity instrument. This results in situations where the 
entity has a financial obligation that is reported as a liability even though the entity 
is 100 per cent committed to settling the obligation by delivering its own equity 
instruments! 

Another fundamental concept in accounting for compound instruments is whether 
to adopt a single instrument (either all equity or all debt) approach or a component 
approach. Ma and Lambert (1998) advocate the reporting of a compound instrument 
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with a dual nature as a single instrument. On the other hand, EDIAS 32.19 re- 
quires classification of an instrument- to be on the basis of an assessment of the 
substance and without regard to probabilities of the manner of settlement. Again, 
there is a conceptual appeal to the substance of the transaction.’ 


RISK 


Perhaps one of the underlying weaknesses of the- CF in relation to financial 
instruments is that it almost ignores risk—one of the main attributes of financial 
instruments. The CF element definitions are preoccupied with the measurement of 
assets and liabilities with a view to the determination of income to shareholders. 
Assets are defined as resources from which future economic benefits are expected 
to flow. The language of the CF focuses, almost exclusively, on expected values 
rather the variation about the expected value. Knowledge of the possible variation 
in measurement and the variation in outcome is important in understanding financial 
instruments and financial statements. Consider, again, the derecognition example 
above. The entity, pre-derecognition, has a $100 financial asset with an expected 
loss of $10. After securitization it might have a $20 financial asset with a likely 
default of $10. Thus to understand fully asset transfers and a derecognition trans- 
action, the financial statement descriptions and risk disclosures are as essential as 
the recognition and measurement rules. l 


CONCLUDING REMARKS 


The objective of this article is to document interactions between accounting for 
financial instruments and the CF. Financial instruments cover a wide range of 
assets and liabilities, from everyday monetary items (such as receivables, payables 
and debt) to complex derivatives. Financial instruments therefore represent a wide- 
ranging test case for the application of the CF to an accounting issue. An additional 
benefit is that, in many cases, the valuation and measurement issues of financial 
instruments are much less significant than those of non-financial assets and liabilities. 

One set of users of the CF is standard setters. Current accounting standards 
(albeit: interim standards awaiting further development) represent practical and 
political compromises of CF principles. However, recent documents on financial 
instruments (such as the DP, 1997, and the JWG, 2000) have been based on the 
CF. This article has highlighted -areas where current practice conflicts with those 
proposals based on the CF. 

Another set of users of the CF is the preparers of financial statements. Under- 
standing the CF is essential for preparers if they wish to influence standard setters 
on an accounting issue. Unfortunately, some responses to financial instrument 
pronouncements indicate that the underlying concepts (such as reliability) of the 

CF are not well understood. More importantly, constituents invoke strongly held 


9 However, in this particular case it is difficult to imagine that the probability of settlement is not part 
of the substance of the transactian. It is certainly not part of the contractual form of the arrangement. 
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beliefs based on concepts that that are not contained in the CF. The most significant 
of these beliefs relates to the role of ‘management intention’ (especially related to 
hedging), the consistency with internal management practices, the role of earnings 
in determining dividends, taxation and pricing (see Hague, 2002, and Bradbury, 
2002). 

This article has highlighted implications that financial instruments have for 
significantly refining existing concepts, such as element definitions, recognition, 
measurement and qualitative characteristics, of the CF. The financial instrument 
debate also provides new concepts that need to be incorporated in the CF. Examples 
include derecognition, transaction costs, and the role of management intent. There 
is at least one aspect where the Framework is a promise unfulfilled. Paragraph 4 of 
the Framework states that it ‘will be revised from time to time on the basis of the 
Board’s experience of working with it’. This revision is long overdue. 
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A Statement of Accounting Concepts for 
Level 1 of the Conceptual Framework? 


The type of reporting found in corporate governance includes financial 
reporting, but over time various arguments have developed regarding a 
tension found between conventional and financial type reporting, espe- 
cially as to the role of financial statements. Further tensions follow from 
the introduction of economic and social issues within both conventional 
accounting and fmancial reports. 

This article argues that distinct, though related, frameworks at particular 
levels are required. The mingling of conventional accounting with financial 
and economic ideas and issues is evident in the conceptual framework 
(CF) project where there is reference to economic benefits and costs in 
making economic decisions for the allocation of resources. This results in 
a misconception of the function of these distinct types of information. An 
unravelling of particular issues will require a Statement of Accounting 
Concepts (SAC) for Level 1 of the CF. 


Key words: Accounting, species; Concepts. 


Work which began in the U.S.A. in the late 1960s was to culminate in the Financial 
Accounting Standards Board’s 1976 Discussion Memorandum on a conceptual 
framework (CF) for financial accounting and reporting. Complementary work 
followed in Australia. A major catalyst for the CF project there was government 
intervention resulting from its impatience with the profession. Henderson and 
Peirson (1988, p. 163) state: ‘In January 1984, after an extended period of criti- 
cism of the accounting profession for its apparent failure to produce and enforce 
accounting standards . . . the Ministerial Council for Companies and Securities estab- 
lished the Accounting Standards Review Board (ASRB). The ASRB... lists its 
powers as follows: (a) specify a conceptual framework . 

The ASRB was established following recommendation’ to the Ministerial Coun- 
cil by the then National Companies and Securities Commission (NCSC). The ASRB 
consisted of nine members—four from the profession, four from other constituen- 
cies and a chairman nominated by the Ministerial Council. There are parallels here 
with the U.S. institutional set-up of the Securities and Exchange Commission (SEC) 
and the FASB. 

In February 1985, the ASRB issued Release 100 which set out criteria for the 
evaluation of proposed accounting standards and listed some tentative assumptions 
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which proposed standards would have to satisfy. About the same time Sutcliffe 
(1985) included the diagram illustrated in the Appendix in which the ‘building 
blocks’ of the CF are shown by the different levels which make up the CF pyramid. — 
Release 100, reissued by the ASRB in August 1990, incorporated a revised diagram 
and deleted the assumptions. The assumptions were effectively replaced by a number 
of SACs, the first of which were released at the same time as the reissued Release 
100, including SACs 1-3. According to Release 100, SACs ‘do not have the force 
of an approved Accounting Standard’ but instead ‘would be appropriate for pre- 
parers and auditors in endeavouring to satisfy their legal obligations’. Also, ‘members 
of the profession have a professional obligation to apply Concepts Statements and 
Accounting Standards’. 

The function of the ASRB was to approve standards submitted to it primarily 
by AARF; so giving those standards legislative backing. Consequently two sets of 
standards emerged, AARF’s professional standards and the ASRB approved stand- 
ards. The accounting profession called for a rationalization of the standard setting 
process, which occurred in 1988. | 

With the enactment of the Corporations Law in 1991 (Australian Securities 
Commission Act), the NCSC. was replaced by the Australian Securities Commis- 
sion (ASC; ASIC since 1998) and the ASRB was renamed the Australian Account- 
ing Standards Board (AASB). While the players have new names, more resources 
and more elevated legal status, the functions remained effectively the same and the 
development of a CF is firmly entrenched as one of the powers and priorities of 
the AASB. Various works of the 1990s were built around that CF and some were 
certainly ground-breaking in the advance of non-cost methods for the measurement 
of particular assets and liabilities. 

As illustrated in the Appendix, the CF is based on a hierarchy of levels or build- 
ing blocks. The first (top) level is ‘1. Definition of Financial Reporting: General 
Purpose Financial Reports’. Given its importance for the whole structure, it seems 
intriguing that this has not been the subject of an SAC in its own right. 

Perhaps the issuance of an SAC here would open the Pandora’s box of accounting 
because of the demand for non-accounting information. That is, a problem arises if 
(as appears to be the case) the CF is intended to provide'a basis for a measure of 
managerial performance. Increasingly, managerial performance is being measured 
against non-financial criteria. For instance, Henderson and Peirson (2000, p. 32) 
write of the difficulties of incorporating performance indicators in ‘financial report- 
ing’, especially efficiency indicators which are non-financial (employee turnover) 
or partly financial ($ sales per employee). Another difficulty is how to incorporate 
future-oriented financial data which are commonly used as a means of gauging 
where managers are heading. | 

The trend is not new. More than twenty years ago, Burton (1981, p. 54) stated: 
‘One of the most significant changes in financial reporting is the steady erosion of 
the relative importance of financial statements. At one time, financial statements 
were the whole of financial reporting. Over the past decade, however, more financial 
reporting innovation has taken place outside the financial statements.’ 
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This article argues that the basic level of the CF—Scope (Level 6)—needs an 
SAC to place the CF in context, explain its purpose and provide guidance to other 
conceptual levels. The argument should not be seen as a one-way type argument. 
Instead, interaction among the various levels of abstraction within the CF is 
required, 

A research hypothesis/proposition guiding this article is that conventional 
accounting reports are unable to act as an instrument of control in corporate 
governance or to assist in decision making except by chance. For instance, Clarke 
et al. (1997, p. 122) have argued, ‘More to the point, along with the privilege to 
make bad decisions, it is everybody’s right to expect accounting to “tell it how it 
is”, rather than mask the financial facts with the “jiggery-pokery” of the kind which 
conventional accounting passes off as sophisticated (though mysterious) financial 
representation ... Conventional accounting ... by [its]... very nature, piece a 
vehicle for public deception.’ 

This has been a longstanding debate. Ripley (1927) argued that financial 
statements are appropriate instruments of control and may be used to monitor 
performance. Debate with May (1936) followed. May argued that conventional 
accounting reports were ‘largely the reflection of individual judgments, and that 
their value is therefore to a large extent dependent on the competence and honesty 
of the persons exercising the necessary judgment’ (p. 115). However, both that and 
subsequent debate leave the relationship between financial ‘reporting’ and financial 
‘statements’ not explicitly stated. For example, it might be hypothesized on the one 
hand that the CF should be concerned with financial statements only, or on another 
that selected key performance indicators, not necessarily of a monetary nature, 
should be included in the CF. 

For this to be tested, the present intermingling of data of distinct types requires 
unravelling. Analysis of the term ‘accounting’ is not new. Chambers (1956, p. 584) 
wrote: “The... use of the unqualified term accounting ... may not be misleading to 
those who are preoccupied with business accounting. We have long been accustomed 
to the use of accounting in the limited sense of business accounting. But why? 
Accounting is a generic term; several species, each having distinctive features, are 
recognized even by the novice. Each of these species of accounting has its peculiar 
form because it serves its own specific purpose.’ 

The species to which Chambers refers represent accountings with a different 
focus, serving different areas of interest of a wide range of users. It is the mixing of 
those distinct areas of interest that has led to problems in accounting at both the 
conceptual and the technical levels. It is here argued that a variety of issues relat- 
ing to accounting species result from the intermingling of data which may be 
classified as conventional but which are not financial. In turn, the latter may be 
classified as a subset of economic data which in turn may be further classified as 
a subset of social data. In this article ‘social’ is a catch-all-other category. Other 
researchers may subdivide the data further. In the water industry, Bogeholz (1999) 
found ‘ecological’ to be a key a Se Frost (1999) would undoubtedly see ‘environ- 
mental’ as a distinct category. 
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These issues may be illustrated by reference to Level 2, ‘Objectives’ (see Appen- 
dix). There, information for both economic decision making and accountability is 
sought. The implication is that the data for both purposes can be derived from a 
common source. But do conventional accounts provide both sets of data? Are 
those sets of data compatible in the sense that they can both reside comfortably 
within one accounting system? The standard setters apparently think so -because 
SAC 2 includes both, although the former has been expanded to include informa- 
tion for making and evaluating decisions on the allocation of scarce resources. The 
point here is that the proposition that specie of both data can be components of 
one accounting system has not been tested and is not even questioned. - 


MULTIDISCIPLINARY INFLUENCES 


The type of reporting required for corporate governance includes financial report- 
ing, but various arguments have emerged regarding a tension found between con- 
ventional and financial type reporting. Further tensions follow from the introduction 
of economic and social issues within the conventional or financial accounting reports. 
For example, Henderson and Peirson (2000, p. 934) raise various dilemmas: | 


Where there is a need for greater corporate social responsibility, there is a corresponding 
need for entities to account for and disclose their socially responsible activities and per- 
formances’... the majority of disclosures have taken a narrative form, with the inclusion 
of some monetary and non-monetary data... Entities could also be required to specify 
the objectives of their socially responsible activities and the extent to which those activit- 
ies and the costs incurred in implementing them have achieved the objectives. However, 
considerable research is needed to determine the feasibility of measuring in dollars the 
social costs and benefits of an entity’s socially responsible activities. 


Within this context, the modern industrial or service entity, either public or private, 
conducts its business in an accountable, rapidly changing and highly competitive 
environment. Interest in the development of public sector accounting, especially 
with regard to the issues of accountability and performance measurement, began in 
Australia in the late 1970s. A National Government Accountants Committee was 
established and various conventions held and papers of proceedings published 
(1983, 1987). Under Federal and State governments a climate of reform steadily 
developed following Royal Commissions and various investigations into public 
service efficiency (Wilenski, 1982). That climate of reform also provided an impetus 
for the Australian CF project (Sutcliffe, 1985). 

The search for reform, driven by the public sector in the context of demands for 
greater effectiveness and efficiency, was easily reconciled with the decision-making 
thrust of the CF (Hagan and Staunton, 1989, p. 19). A hierarchy of indicators (meas- 
urements, ideally) were sought that logically connect strategic plans to workplace 
activities. (See, e.g., the series of reports introduced by N.S.W. Treasury, 1996.) 


! Similar sentiments have appeared in various editions of Henderson and Pierson’s text. In earlier 


editions (e.g., 1988), however, reference is to ‘financial statements’ as the medium of communication. 
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The development of key performance indicators had to allow for performance 
being multi-faceted and not the province of narrow accounting numbers. Perform- 
ance indicators may be grouped into those concerning equity/welfare economics/ 
social issues, efficiency (both allocative and productive) and effectiveness. Reference 
is sometimes made to economy. Figure 1 shows how the above interrelate. 

At the general policy-making level, issues involve the allocation of scarce resources 
among competing demands and questions of social equity among parties. Those 
issues are found in macro-economics and other social sciences. Here, some analysis 
and related data will certainly be qualitative and non-financial. One example would 
be the choice a government might have to make of new jet ee for the armed 
forces, or new hospitals or new schools. 

At the application or workplace level, allocative efficiency, from micro-economics, 
seeks the optimum combination of inputs (factors of production) for required ends. 
Productive efficiency, again from micro-economics, is also found in engineering 
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and other disciplines. While different disciplines have different definitions, produc- 
tive efficiency basically deals with the optimum relationship between inputs and 
outputs. If inputs are given, maximum output is sought. If output is given, min- 
imum inputs are sought. Effectiveness deals with the relationship between planned 
output and actual output. Economy deals with the relationship between planned 
input and actual input. For instance, management may be able to achieve a favour- 
able variance for materials pricing or usage, but it may record an unfavourable 
variance for, say, labour hours. l 

Burton (1981, p. 55) observed: ‘Related to the growth in supplemental information 
is the increasing emphasis on the future-oriented objectives of financial reporting. 
Over the past decade, there has been substantial movement toward articulating the 
importance of financial data in the predictive process and decreasing the emphasis 
on the stewardship role of statements.’ Arguably, the link between financial reporting 
and financial statements has been lost or overtaken by developments in other 
disciplines. 


THE TERM ‘ACCOUNTING’ 


Obviously, ‘accounting’ has something to do with the concept of accountability. 
This concept has a lengthy history, as the biblical story of Adam and Eve suggests. 
However, the more relevant biblical story here is that of the talents. As may be 
recalled, a master has three servants. To one, he gives five talents, to another two 
and to the third, one. After a set period, the servants are called to account. The 
first and second, we are told, use their talents and return the five talents plus 
another five and two talents plus another two, respectively. The third, however, 
simply buries the talent, later digging it up and returning the single talent. The first 
two go on to bigger and better things. The other is, of course, criticized for not 
making better use of the resource. 

From that anecdote, two ideas emerge: accountability for the original ‘stake’ and 
for the use made of that ‘stake’. Thus an accounting would include the original 
position statement identifying the resources placed in the. care of the servant, a 
subsequent statement of resources at the end of a given period of time, and from 
those two statements a change in position statement over that period is deduced— 
a performance statement. Depending on whether an accrual or a cash approach is 
taken, the performance statement will yield a measure of performance in terms of 
either of a profit/loss or of a cash surplus/deficit. 

The modern situation, especially in the business environment, is obviously much 
more complex, but the fundamental ideas on accountability that emerge from the 
parable of the three servants remain central to any notion of accountability applied 
in today’s world. We note, also, that the reasons for the added complexity of 
today’s world are many and varied. However, the one which has been elaborated 
here is the progressive shift from the nineteenth-century idea of the stewardship of 
the directors being accountable to their shareholders only, to one in which other 
interest groups also seek an accounting of the managers’/directors’ stewardship. 
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CONVENTIONAL ACCOUNTING 


The accounting species that is now under attack has a long history. For example, 
Whitney (1940, p. 308) concluded: 


Traditional accounting procedures are sound, because accounts based on cost... comply 
with the equitable doctrines governing reports of fiduciaries... 

Balance-sheets prepared to traditional standards constitute part of the accounting cor- 
poration managements should render to shareholders for use and care of shareholders’ 
funds. Although the courts have not classed corporate managements as fiduciaries, their 
responsibilities and duties to shareholders are actually fiduciary in character. The amounts 
shown opposite items of fixed assets on balance-sheets should be based on cost because 
they are accounts of expenditures. 


Thus the traditional balance sheet may be useful in the stewardship role if it is 
limited, as Whitney suggested, to a record of expenditures. That is, it could simply 
incorporate ‘cash in’ and ‘cash out’ as well as legal debts of the entity. 

To-appreciate Whitney’s ‘traditional accounting’, resort must be made to May’s 
(1936) ‘conventional accounting’. This phrase—as it literally suggests—leads to 
the inference that the reporting of one body to another follows developed and 
set conventions which are known to all players. This approach was promoted by 
May through his various committees, including those on cooperation with the New 
York Stock Exchange and the SEC during the turbulent times of the 1920s and 
1930s. In accepting ‘conventional accounting’, investors and other stakeholders 
had to place a great deal of trust in the professional status of the accountant. 

An input oriented process followed in which the calculation of profit for a re- 
porting period was the key issue. This involved a series of steps. First, the amount 
of revenue for that period was recognized usually at the point of sale (in either a 
cash or credit transaction). Second, expenses for that period were recognized under 
a matching process in two ways. If an expense could be seen as contributing to the 
revenue as recognized, it was included in the calculation of profit. If an expense 
could be seen as applying to a particular period, it too was included. These rules 
were to lead to deferred credits and deferred debits being carried forward on the 
balance sheet at the end of that period as liabilities or assets and affected the 
calculation of profit in future periods. Exceptions included various mining, agricul- 
tural and construction ventures. 

This input orientation underlying conventional accounting meant that May (1936, 
p. 117) could conclude: 


therefore the income account is usually far more important than the balance sheet. In 
point of fact, the changes in the balance sheets from year to year are usually more 
significant than the balance sheets themselves. 

The development of accounting conventions has, consciously or unconsciously, been in 
the main, based on an acceptance of this proposition. As a rule, the first objective has 
been to secure a proper charge or credit to the income account for the year, and in 
general the presumption has been that once this is achieved the residual amount of the 
expenditure or the receipt could properly find its place in the balance sheet at the close o 
the period. i 
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This approach was adopted by the American Institute of Certified Public 
Accountants (AICPA, 1961): 


Since . . . 1941... there has been marked progress toward greater logic and usefulness in 
what nevertheless still are referred to as balance-sheet presentations. It may be that at 
some future date the term balance sheet will cease to be used to designate.a presenta- 
tion of financial position and will instead be deemed to refer (as the term trial balance 
already refers) to a mere step, or point of arrival and departure, in preparing such a 
presentation. . 

[A] balance sheet i is historically a summary of balances prepared from books of account 

` kept by double-entry methods . 

In this view a balance sheet may be defined as: A tabular statement or summary of 
balances (debit and credit) carried forward after an actual or constructive closing of 
books of account kept according to principles of accounting. 


Whitney (1940, p. 293) questioned the function of such a balance sheet: ‘When 
an accountant is engaged in preparing a balance-sheet, according to the traditional 
procedures, is he attempting to prepare a statement of assets, liabilities, and net 
worth? If not; what is he doing? Can his objective be defined in words other than 
“certified balance-sheet”?’ In discussion (pp. 294-5), he referred to ‘a great deal of 
honest difference of opinion about the comparative merits of accounts based on 
cost and accounts based on appraisals’. He used. Healy (1938) for the case for cost 

and MacNeal (1939) for non-cost based appraisals.- 

. Whitney’s (1940, p.:301} criticism of the May balance sheet was that isade 
standing will not be cleared up by the exertions of a committee of the New York 
Stock Exchange to attempt to “gradually” convince investors that balance-sheets 
are not what the form, date, and captions seem to indicate. Some more forceful 
method is required . . . Perhaps accountants must tell the public what balance-sheets 
are, instead of merely telling them what balance-sheets are not. Perhaps another 
title could be substituted for the meaningless, stilted phrase, “balance-sheet”.’ His 
solution: (p. 308) was to introduce an additional statement expressing the ‘inde- 
pendent expert opinion on the value of all of the corporate assets, liabilities, and 
net worth’. To him, a balance sheet under conventional oun differed from a 
statement of financial position. 

The APB (1970) expanded the AICPA position in an attempt to incorporate 
issues like Whitney’s. The APB release reads (footnote references omitted): 


133. The financial position of an enterprise at a particular time comprises its assets, liabilit- 
ies, and owners’ equity and the relationship among them, plus those contingencies, com- 
mitments, and other financial matters that pertain to the enterprise at that time and are 
required to be disclosed under generally accepted accounting principles. The financial 
position of an enterprise is presented in the balance sheet and in notes to the financial 
statements. 


The term ‘economic’ was included in definitions of basic elements. For instance, 
‘132. . . Liabilities—economic obligations of an enterprise that are recognized and 
measured i in conformity with generally accepted accounting principles. Liabilities 
also include certain deferred credits that are not obligations but that are recognized 
and measured in conformity with generally accepted accounting principles.’ 
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It is against that background that the present situation may be considered. In 
Australia, SAC 2 (1990)—Biock 3—uses terms and phrases that are in many ways 
similar to those used by the APB in 1970, but there are some important new 
notions, such as ‘capacity to adapt’ and ‘solvency’. For example, SAC 2 defines 
financial position as the economic condition of a reporting entity, having regard to 
its control over resources, financial structure, capacity for adaptation and solvency. 
The primary financial measures of an entity’s economic condition are reported 
in the statement of financial position, the elements of which are assets, liabilities 
and equity. The definitions of these elements in SAC 4—Blocks 5 and 6—again 
refer to economic ideas. Certainly ideas from financial and economic position are 
intermingled. 


FINANCIAL REPORTING ISSUES 


As mentioned earlier, for many years various writers have taken exception to the 
output of conventional accounting. Chambers (1966a, p. 252), writing of Grady 
(1965), concluded: ‘It is demonstrable that the result of applying generally accepted 
accounting principles does not give financial position as it is understood by merchants 
or financiers in the market place, or even as it is understood by laymen’. 
Chambers (1966a, p. 250) linked criticisms to the issue of stewardship: 


Now the relationships of managers ‘to stockholders, creditors, government and others 
having bona fide interests’...can scarcely all be described as fiduciary relationships, 
without warping the meaning of fiduciary. None of these relationships is a fiduciary rela- 
tionship in the customary sense. It is no doubt reasonable to say that directors and 
managers occupy positions of trust, in the sense that others trust them. But not in the 
sense that they are trustees... 

The object of these observations is not to clarify a simple verbal point. It is to strike at 
the root of what seems to be an error in conception. If the accountability of management 
is seen as a fiduciary accountability in the usual sense, it will lend support to the idea that 
management is accountable in respect of the sums of money ‘entrusted’ by equityholders, 
and a balance sheet showing aggregate outlays from such sums may be held to be justified; 
the initial costs of assets will be acceptable as balance sheet figures. 


Indeed, as Whitney pointed out earlier, conventional accounting may meet this 
narrower idea of stewardship. In a broader interpretation, a different report was 
required. Chambers (1966b, p. 136) argued: ‘If, and only if, all events and transac- 
tions, and only those events and transactions, which have a bearing on the financial 
position of an entity have been duly represented by entries in the accounting 
system, the balance sheet will represent the financial position of the entity as at the 
date for which it is drawn.’ He would, however, limit the ‘events and transactions’ 
to be included quite dramatically, especially by excluding any ex ante economic as 
well as any social ones. 

While the debate on the stewardship idea continued, at the same time there 
were developments in the role of accounting in decision making. Staubus (1977, 
p. 21) writes, ‘In 1953, I submitted to the University of Chicago faculty a disserta- 
tion that explicitly adopted the decision-useful objective and used it as a basis for 
a conceptual structure (Staubus, 1954)’. 
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However, it would take some years to eventuate. Staubus (1977, pp. a) dis- 
cusses various statements, concluding: 


The turning point in the official and sponsored literature came in 1966. The AAA 
Committee to Prepare a Statement of Basic Accounting Theory bought the decision- 
usefulness approach lock, stock, and barrel. While it was not able to carry through as far 
as one might have hoped, the Committee’s contribution to popularizing both the decision- 
usefulness objective and the standards to be used as criteria for evaluating potential 
accounting information (especially relevance, verifiability, and freedom from bias) was 
immense. One can only speculate about the extent to which the substantial dissatisfaction. 
with accounting practices in the late 1960s and early 1970s would have been. avoided if 
“A Statement of Basic Accounting Theory” (ASOBAT) had been produced in 1957 (as 
it apparently could have been). It does seem clear, however, that in the mid-1970s ‘it 
is playing a big role in the deliberations of accounting policy-making bodies, such as 
the FASB and SEC. Every sponsored study of fundamental ideas in accounting since 
1966 has emphasized the decision-usefulness objective, and several have developed sub- 
stantial structures of ideas on this basis. . 

-~ APB Statement No. 4 (1970) was the first AICPA document to recognize the decision- 
usefulness objective. It also emphasized qualitative objectives . . . (pp. 35-38). 


Staubus (1977, p. 23) also acknowledges Chambers’ (1955, p. 25) early argument 
that the ‘basic function of accounting’ was ‘the provision of information to be used 
in making rational decisions’. Chambers (1966b) later built into CoCoA a process 
of reasoned decision making by rational individuals (see especially Chapter 3, 
‘Ends and Means’). This was consistent with traditional economic theory, in which 
the end or goal of the individual was utility maximization. Thus the decision maker 
would systematically consider all available cases and act accordingly. Research 
(Kahneman and Smith, 2002) has found that this is not so in practice. In particular, 
some individuals were found to be risk averse, especially regarding losses. Some 
were also found to be more concerned with a change relative to a given level rather 
than an absolute amount. The role of accounting in decision making arguably 
required more analysis. 

-Debate persists at various levels. Kaufmann (2002, p. 75) argues: 


Australian governments have two components to their financial reporting, govern- 
ment finance statistics (GFS) and Australian generally accepted accounting principles 
(AGAAP).. 
GFS is a system of measurement and disclosure providing data to help statistical 
economic analysis. It is developed and promulgated by the IMF and is’ harmonized 
with the system of national accounts. Australia’s national accounts are prepared by the 
_Australian Bureau of Statistics (ABS), which adopted accrual GFS from 1998-99. Last 
` December the IMF formally released its accrual GFS framework for application by member 
countries, 
It is clear that the development of a suitable set of GFS is made more complex by 
incorporating (intermingling?) issues from distinct disciplines (accounting, economics, 
statistics and social issues). A fascinating example of one Ss the more ridiculous out- 
comes is provided by Barton (2003). 


One answer is to narrow the context. Gole (1976, p. 78) argued: “The emphasis 
appears to be on the non-essential, rather than the essential .. . It may be far better 
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to restrict the extent of disclosure . . . and sharpen the more important things.’ For 
example, if financial position was restricted to past or current market exit prices, 
with other ex ante prices and calculations appearing in a statement of economic 
[or social] position, the current debate might be better structured and eventually 
resolved. 

Consider some specific examples: If a non-monetary asset has no market exit 
price, it would be recognized in a statement of financial position at zero but appear 
at an ex ante figure on the economic statement. In this context, definitions and the 
criteria for the recognition of monetary assets or liabilities may require review. 
While it is intuitively appealing to regard all financial (and probably derivative) 
instruments as monetary, intriguing questions arise, such as whether it is possible 
to have a non-monetary liability. 


ECONOMIC REPORTING ISSUES 


Of concern here is the development of a statement of economic position and a 
related performance statement. To be consistent with notions from the discipline 
of economics, different definitions of key terms may be necessary. For example, 
terms such as resources (rather than assets) and obligations (rather than liabilities) 
might be used. 

This proposal might not be as radical as it may appear.’ In the context of 
‘national accounting’, many ideas from conventional/financial accounting have 
already been long adopted within a specialized specie of accounting. Yanovsky 
(1965, p. 9) points out: 


Viewing the various groups of transactors or sections of an economy as subsidiaries of the 
whole national economy, and the whole economy as the central accounting unit, enabled 
economic statisticians to adapt the business accounting system as an accounting frame- 
work for national economic activity. Such adaptation, they realized, could conveniently be 
applied to present a systematic measurement of national income, of expenditure on the 
national product, and of accumulation of national wealth and other economic flow aggreg- 
ates. It could be used to demonstrate the interrelationships between these flows and 
aggregates. It could in fact also be adapted for the presentation of statements of wealth or 
national balance sheets. 


It must be appreciated that some authors, including Yanovsky and Downing 
(1965), equate economic with social reporting. Other authors (e.g., McTaggart 
et al., 1999, pp. 25, 25) differentiate between social and economic issues. 

Yanovsky (1965, pp. 7-13) traces the origins of systems to produce reports about 
economic and financial activities of a nation. He highlights (pp. 8-9) the role of 
existing accounting systems for the private trade and business entities, referring to 
‘three most important principles of this private business accounting system, in their 
impact upon the national accounts system’. The first is the ability to regard anyone 
or any organization as a bookkeeping unit. The second is the existence of two 
types of transactions: one of flow (which he points out may be actual or imputed— 
a measurement issue), the other of changes in the status or composition. The third 
is of the inter-relationship between these two types. 
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It is clear that, provided the data are available and accounting concepts are used 
sensibly, national accounting reports consistent with those of a firm are possible. 
The-unit of account, the concept of transactions and interrelationships between 
stocks and flows lead to statements on status (or position) and changes (or per- 
formance). But concepts such as ‘imputation’ may provide a key differentiation 
from conventional private-sector financial statements. For instance, imputation 
values of barter transactions or of specialized resources like pipeline’ networks are 
well understood in economic decision making but would be difficult to O 

within a conventional accounting framework. 

. Consideration might also be given to the use of measurement techniques gia 
than monetary ones. The Australian Bureau of Statistics (2002) provides data for 
measuring Australia’s progress. Fifteen indicators are used to report the present 
position of and change over time in general wellbeing. Four of the indicators are of 
an economic nature. The first economic indicator is of real disposable income per 
person and is derived from GDP (gross domestic product). The second is real net 
wealth (assets less liabilities) per person. The third concerns unemployment. The 
fourth concerns the gap between rich and poor. 

Non-financial data included here would, like financial data, be useful in decision 
making and accountability as proposed in the CF. Thus if issues of employment/ 
unemployment were of concern, a structured report might include non-monetary 
indicators as well as-imputed values of related effects on other issues/policies like 
education or immigration levels. 


SOCIAL REPORTING ISSUES 


Social reporting encompasses matters at the widest level. Yanovsky (1965, p. 1) 
shows that inter-relationships between economic and financial issues also overlap 
with social issues: 
The two world wars . . . and the social and political revolutions which followed them, have 
given great impetus to the study and analysis of macroeconomic problems. Confronted 
with acute economic and financial difficulties of international scale and character, the 
people and their respective governments have encouraged economists to examine the 


economic and financial activities of the different sectors in an economy from the point of 
view of the nation as a whole. 


Debates are found which tend to be unresolvable as the parties argue at different 
levels. Consider the following scenario, based on an actual case. An opportunity 
shop, part of a larger charity group, has a favourable location in a well-established, 
wealthy suburb. It is staffed by volunteers and is seen by the not-so-young as a 
place to call in to have a cup of tea and a chat. The shop financially breaks even, 
due in large part to the lack of salary costs. However, head office looks at the 
economic situation, and decides that the shop should be closed as the resources 
would produce a higher return (both financially and economically) by moving to 
another location and selling or leasing the present location. The locals, both volun- 
teers and users, argue that the net social benefits are so positive that the shop 
should be retained. 
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There is of course no simple answer to this dilemma. What is required is a frame- 
work within which issues can be rationally debated towards a considered conclusion. 
In terms of Figure 1, the two views are irreconcilable, and so it becomes a political 
question—which party has the greater power? These are decision making and 
accountability at their broadest. 

Swift et al. (2001, p. 10), in a research study in the U.K., argued that the trend 
towards social reports suggests a change in attitudes from ʻa predominantly man- 
agerial emphasis to one of collaboration with. other stakeholders regarding social 
issues. 

Various stakeholders are becoming increasingly aware of concepts like ‘sustain- 
able development’ in environmental and social reporting contexts. The Global 
Reporting Initiative (GRI) was established in 1997 under the collaboration of the 
Coalition for Environmentally Responsible Economies and the United Nations 
Environment Program (www.globalreporting.org; other sites include www.hpmg.com 
and www.reputationmeasurement.au). The GRI is a long-term, multiple stakeholder, 
international undertaking with a mission to develop a framework for the reporting 
of information not presently found in conventional financial reports of corporations. 

This would see the promotion and dissemination ‘of voluntary guidelines for cor- 
porations to report on the sustainability of the economic, environmental and social 
dimensions of their activities, products and services (www.globalreporting.org). GRI 
reporting was to complement conventional accounting reporting by providing non- 
financial information for users in their assessment of performance of corporations. 

Draft guidelines were issued in 1999. After pilot testing, comments from inter- 
ested parties and revision, the guidelines were released in 2000. A further update 
was released in 2002. The guidelines recommend reporting in five sections: vision 
and strategy; profile; governance structure and management systems; GRI content 
index; and performance indicators. 

In a similar way, as described in the previous section, the Australian Bureau of 
Statistics (2002) reports the present position of and changes over time in general 
wellbeing. Included are five indicators of a social nature and six of environmental 
issues. The first of the social indicators concerns education and training, the second 
life expectancy, the third issues regarding housing, the fourth crime and the fifth 
‘social attachments’. The first of the environmental indicators concerns the num- 
bers of extinct or endangered bird or mammal species, the second land clearance, 
the third land degradation, the fourth inland water, the fifth greenhouse gas emis- 
sions and the sixth air quality. 

Gittins (2002) commented: 


That document... gets about as close as any statistician gets to the meaning. of life. It’s a 
kind of national stocktaking, allowing us to answer the question of whether life in our 
country has been getting better or worse, particularly over the past decade. 

It’s the bureau’s considered response to the common (but well-founded) criticism that 
the incessantly quoted gross domestic product is too narrow and misleading as a measure 
of the change in our wellbeing... 

Now, the one thing the bureau doesn’t attempt is to add up these 15 indicators to offer 
a judgment on whether, overall, we’re making progress or going backwards. 
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One hopes no accountants would try to make the addition either, but again data 
included here would, like the financial and economic, be useful in decision making 
and accountability as proposed in the CF. For instance, the Australian Conserva- 
tion Foundation produces a ‘Perception Report’ on the environmental perform- 
ance of Australia’s top 100 companies. (www.acfound). This is nicknamed the 
‘Good Reputation Index’. A similar report has been launched called RepuTex 
Ratings System (Hewson, 2003, p. 70). | 

Economic or social position and performance statements are no longer radical 
suggestions and need to be reconciled with the issues met in the CF project. 


SUMMARY AND IMPLICATIONS 


The CF has still to deal with dilemmas caused by a failure to define financial 
reporting succinctly. It mixes ideas from different disciplines and must fully deal 
with the idea of accountability. This is summarized in Figure 2. 

The left-hand column covers descriptions of issues which over time seem to be 
the major role to be played by accounting at both conceptual and technical levels. 
However, an unravelling of particular data of a different type will be required. 

Ensuring that accounting will satisfy the needs of all stakeholders in a firm 
will require definitions of effectiveness and efficiency that can be employed and 
applied to all inputs and outputs—conventional, financial, economic and social. For 
example, as noted earlier, ‘effectiveness’ being defined as the meeting of set goals, 
the goals would be set and disclosed across the whole range of conventional, 
financial, economic and social reports. What is important is that all definitions are 
consistently applied if issues of reporting are to be resolved. 

In the context of policy development, Argy (1995, p. 18) writes of the con- 
sequences of failure to unravel different types of data: 


However, what... others failed to foresee fully was that deregulation would increase 
enormously the role and influence of financial markets m social and economic policy; that 
this would impose a major constraint on the ability of governments to implement (through 
tax and transfer policies) the community’s preferred set of social priorities, and that it 


FIGURE 2 


Issue Data 


Conventional Financial Economic Social 


Accountability and stewardship 
Narrow | Perhaps Yes’ Perhaps Perhaps 
Broader By chance Yes Perhaps ‘ Perhaps 
Decision making and multidisciplinary issues 
Effectiveness By chance Yes Yes Yes 
Efficiency By chance Yes Yes Perhaps 
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would create a strong policy bias in favour of low inflation and ‘small government’, with 

corresponding aversion to low unemployment and government spending on welfare, health, 

education, labour market programs for disadvantaged workers and social infrastructure. 
_ (emphasis added) 


This type of reporting certainly includes financial reporting, but various arguments 
persist regarding a tension between conventional and financial type reporting. 
Further tensions follow from introduction of economic and social issues within 
both conventional accounting and financial reports. 

The CF clearly envisages a broadening of the concept of ‘accountability’ into the 
public sector and into non-conventional areas where issues such as those explored 
above come into play. This may have some unforeseen consequences on the CF 
project and makes Burton’s (1981, p. 55) hope all the more pointed: ‘when finally 
completed, [the CF] will help ... sort out the issues and provide a matrix of sorts in 
which its decision-making process can be set. To date, the board’s determination to 
seek consensus and to avoid threatening its various constituencies has led it to 
defer some of the hard decisions.’ Is one of those hard decisions the definition of 
financial reporting and the related role of financial statements? 


SPECIFIC RECOMMENDATIONS 


The CF cannot be effective until key components are defined. In particular, the 
specific role of financial reporting must be defined in Level 1. This has to be 
consistent with work done to date on other levels within the CF. If we take the 
objectives of the CF as given, the steps proposed here are: 


1. Unravel the present mixture of distinct areas of the firm’s activities into con- 
ventional, financial, economic and social; 

2. Refine the definitions and recognition of elements, measurement and presenta- 
tion throughout the different levels of the CF to ensure consistency; 

3. Narrow ‘financial’ to the reporting measures of financial resources currently 
available for adaptive behaviour; and 

4. Assist in the development of CFs for economic and social reporting to ensure 
consistency with the financial CF. 
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APPENDIX 


THE AUSTRALIAN ACCOUNTING RESEARCH FOUNDATION 


1. Definition of Financial Reporting: General Purpose Financial Reports 


Levels 

1. Scope 

2. Objectives 

3. Fundamentals 
4. Operational 
5. Display 

6. Policy 
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(2 - 3 July 2004) 
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In association with Accounting, Auditing & Accountability Journal 


The triennial APIRA conference now moves to the “Lion City” Singapore, following on 
from its predecessors in Sydney (1995), Osaka (1998) and Adelaide (2001). APIRA is 
the premier interdisciplinary accounting research conference in the Asia—Pacific region, 
rotating in a three year cycle with the European IPA and the New York CPA conferences. 


With a reputation for academic rigor, and the participation of accountancy's foremost 
thinkers, APIRA 2004 promises to attract strong representation from accounting 
researchers the world over. Some of the most prolific researchers from the United 
Kingdom, Europe, North America, the Asia-Pacific region, and many other countries are 
represented in APIRA's International Editorial Committee. A strong interdisciplinary 
program of research papers and forums addressing the relationships between accounting, 
auditing and accountability and their social, institutional, economic and political 
environments will be included in the program. 


This interdisciplinary accounting conference is dedicated to the advancement of 
accounting knowledge and practice. It provides a platform to discuss the interaction 
between accounting/auditing and their soclal, economic, institutional and political 
environments. 


Conference sessions and papers will critique contemporary theory and practice, examine 
historical and interdisciplinary dimensions of accounting, debate policy alternatives, and 
explore new perspectives for understanding and change in the accounting discipline. 


. Papers may explore policy alternatives and provide new perspectives for understanding 
the accounting discipline, covering the following themes: 


Accounting Communication 

Intellectual Capital 

Knowledge Management 

Risk Management 

Corporate Governance 

Social and Environmental Accounting 

Critical Financial Analysis 

Accounting and Gender and/or Feminist Theories 
Accounting and Accountability in the Public Sector 
Non-profit Organizations’ Accountability 
Accounting Policy and Standard Setting 

Corporate Regulation and Accountability 
Accounting Professions 

New Forms of Accounting and Auditing 

Auditing and Accountability: Professional and Business Ethics | 
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Accounting and Technology 
Accounting and Culture 
Accounting and the Home 
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Accounting and the Public Interest 

Critical, Explanatory, Oral and Visual Approaches to Accounting HIstory 
Critical and Ethnographic Case Studies of Accounting in Action 
Accounting and Management Planning and Control 

International Accounting and Globalisation 


Methodological and Theoretical Issues 


APIRA 2004 will be held at the Grand Hyatt Singapore, and its associated Emerging» 
Scholars’ Colloquium (2 - 3 July) will be held at the beautiful Bukit Timah campus of 


Singapore Management University. The conference’s plenary speakers on the subjects of 


corporate governance and management control will include Professors Niamh Brennan» 
(University College Dublin), Trevor Hopper (University of Manchester), and Ken Merchant 


(University of Southern California). 


For full conference and colloquium details, 
access the SINGAPORE APIRA website now! 
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or 
using www,Google,.com, type in “APIRA 2004” 
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